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DEDICATION  

Dedicated to the nationals of the 29 countries in the Europe and Eurasia region who over more 

than 20 years became our friends, co-workers, counterparts, and partners in what might well be 

the greatest political and economic transition in modern history. Thank you for the manner in 

which you received the assistance that the American people sought to give; and thank you for 

what you gave to us in return. Together we were able to tear down a wall, assist in your historic 

economic and political transformation process, and create jointly the institutional, legal and 

regulatory frameworks that underpin a market economy; from independent central banks to 

advocates for business interests; from high value agriculture to increasing eco-tourism; from 

sound pension schemes to inclusive economic opportunity. Together, we are traveling the path 

toward competitive markets and individual fulfillment. 

  

 

ñGeneral Secretary Gorbachev, if you seek 

prosperity for the Soviet Union and Eastern Europe, 

if you seek liberalization, come here to this gate. 

 

ñMr. Gorbachev, open this gate. 

 

ñMr. Gorbachev, tear down this Wall.ò 

  
Delivered June 12, 1987 by Ronald Reagan from the 

Brandenburg Gate. 
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  ñA society in which individuals have freedom of economic 

choice, freedom to own the means of production, freedom to 

compete in the market place, freedom to take economic risk for 

profit and freedom to receive and retain the rewards of 

economic decisions is a fundamental objective of the A.I.D. 

program in less developed countries. Such a private enterprise 

economy is held to be the most efficient means of achieving 

broad-based economic development. Private enterprises that 

respond to profitable opportunities in a free market produce 

jobs, managerial skills and economic growth. They contribute 

wealth to society and improve the quality of life. Moreover, 

significant equity objectives can be achieved when market 

forces operate to stimulate an economy toward full 

employment.ò 

A.I.D Policy Paper: Private Enterprise Development,  

March 1985 

ñThe Congress finds that the development of private enterprise, 

including cooperatives, is a vital factor in the stable growth of 

developing countries and in the development and stability of a 

free, open and equitable international economic system. It is 

therefore in the best interest of the United States to assist the 

development of the private sector in the developing countries 

and to engage the United States private sector in that process.ò  

 

The Private Sector Investment Program 

Section 108 of the Foreign Assistance Act of 1961, as amended 
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LETTER FROM USAID ASSISTANT ADMINISTRATOR, PAIGE ALEXANDER  

Dear Readers, 

The economic assistance to the Europe and Eurasia region was multi-dimensional and complex 

in terms of time, geography, sectors, and operational approaches. USAID and the E&E Bureau 

have a great story to tell about their role in helping the countries of the region transform from 

centrally planned economies to market-oriented ones. Evidence of the change is more easily 

apparent in the strategic reliance we place upon each other to maintain a safe and secure world. 

What has been less understood is the role that we took as partners and advocates for economic 

reform and restructuring. USAID, in collaboration with its host country counterparts and other 

donors, provided expert advisors to transfer knowledge and experience; promoted a sound 

business environment and commercial law to allow international and domestic investment; 

fostered small and medium business growth; put in place functioning financial systems; adopted 

modern business accounting; and encouraged innovation and entrepreneurship. 

The American people can be proud of our results which have contributed to the economic 

stability and increased prosperity critical to strengthening democracy: 

 Thousands of enterprises and banks privatized, often with foreign investment that 

adopted modern practices and increased efficiency so consumers could have a wider 

choice and improved quality of goods and services to buy 

 Dozens of effective financial sector regulatory bodies established based on international 

standards, and staffed by well-trained professionals 

 Electricity supply reliability is greatly improved through private sector investment and 

reforms aimed at energy efficiency are underway  

 Hundreds of business advocacy organizations created, and improved government 

agencies whose human capital we helped to build so that they could be instrumental in 

streamlining processes and optimizing regulations to improve the business environment 

 Tens of thousands of small and medium enterprises in key sectors established or 

upgraded, which in turn created millions of new jobs and increased incomes by 

connecting them with sustainable markets 

In addition, 10 countries have since joined the EU with USAIDôs economic assistance, and an 

eleventh (Croatia) is to be admitted in 2013. Others remain candidates which we continue to 

assist. We are also proud that many of the countries met development goals allowing us to 

concentrate our support to those with greater needs by graduating 13 countries from intensive, 

on-the-ground assistance. 

It is simply not enough, however, to declare our task done and depart the region, given the 

regionôs current economic challenges which threaten to undermine democratic progress ï- high 

unemployment, fragile financial sectors, eroding support for improved economic governance, 

and impacts of the Eurozone financial crisis. We must continue supporting regional economic 

growth so that the institutions of the market-based economies remain sufficiently robust and that 

markets thrive, grow, and change to meet the needs of our globalizing world. We must stay 

ahead of the change, in order to preserve the economic well-being of the many friends we now 
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have in the region as well as to protect our national security, but we must do so in a focused and 

financially modest manner. 

Thank you for all of those who contributed to our successes during the past 20 plus years and I 

look forward to our continued partnership. 

Paige Alexander 

USAID Assistant Administrator 

USAID/ Europe and Eurasia  
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LIST OF ACRONYMS  

AEECA Assistance for Europe, Eurasia and Central Asia 

API Agribusiness Partnership Component  

BEE Business Enabling Environment 

CARs Central Asian Republics  

CEE Central and Eastern Europe 

CIS Commonwealth of Independent States 

DCA Development Credit Authority  

DOE Department of Energy 

E&E Europe and Eurasia  

EBRD European Bank for Reconstruction and Development 

ECA Europe + Central Asia 

ECSEE Energy Community of South East Europe  

ERRA Energy Regulators Regional Association  

EU European Union 

FDI Foreign Direct Investment 

FDIC Federal Deposit Insurance Corporation 

FSA Freedom for Russia and Emerging Eurasian Democracies and Open Markets 

(FREEDOM) Support Act 

FSNs Foreign Service Nationals  

FSRP Food Systems Restructuring Project  

FSU Former Soviet Union  

FtF Farmer to Farmer 

GDP Gross Domestic Product  

GMO Genetically Modified Organism 

IFIs International Financial Institutions  

IMF International Monetary Fund 

IQC Indefinite Quantity Contract 

LED Low Emission Development  

LiTS Life in Transition Survey  

LTMC Long-Term Marginal Cost 

MCP Monitoring Country Progress 

MPP Mass Privatization Programs  

NARUC U.S. National Association of Regulatory Utility Commissioners  

NGO Nongovernmental Organizations 

NIS Newly Independent States  

SEC Security and Exchange Commission 

SECI South Europe Cooperation Initiative  

SEE South East Europe 

SEED Support for Eastern European Democracies 

SOE State-owned Enterprise  

TA Technical Assistance  

TIFS Training Institute for the Financial Supervision  

USAID United States Agency for International Development 

USDA United States Department of Agriculture 

USEA United States Energy Association  
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Highlights of Economic Assistance in the E&E Region  

 

The collapse of Communism in Europe was dramatic.  After dominating Eastern Europe for 

more than 50 years, the Communist regimes collapsed within a matter of six months in 1989.  

Two years later the Soviet Union also collapsed, bringing to an end the system that had ruled for 

most of the 20
th
 Century. 

When the Communist systems collapsed, neither the governments nor the productive sector of 

these countries had any real experience with private enterprise based on supply and demand, 

profitability, prices, quality and competition. Instead, production was the objective, driven by the 

centralized Five-Year Plan, and meeting mandated production targets was the key achievement 

measure. Failure of that system had led to widespread dysfunction, corruption, food and energy 

shortages, and a dispirited population. 

The U.S. governmentôs response to the fall of the Berlin Wall and subsequent breakup of the 

Soviet Union was rapid and generous. USAID and other donors had to start from scratch in 

shifting the mindsets of government, company managers, and the population away from 

dependence on the collective state and toward the risks and rewards of profit-oriented private 

enterprise.  

 The E&E countriesô success in building financial sectors, which fueled private-sector led 

growth, was a major achievement. USAID contributed enormously to accelerating the 

development of market-oriented financial sectors in Europe and Eurasia. It became a key 

partner to these countries as they developed sound private financial sectors based on 

U.S./Western commercial and regulatory principles and practices. 

 

 While not without some unintended consequences, USAID-supported privatization 

transferred the ownership of thousands of state-owned enterprises into private hands.  

Privatization and de-collectivization of agriculture transferred land to millions of 

individuals. 

 

 USAIDôs energy programs facilitated the efficient and reliable supply of energy 

(principally natural gas and electricity), and worked to reduce the extent to which 

countries in E&E are dependent on Russia for energy.  Efficient and reliable energy is 

essential for both competitive enterprise growth and for the health and welfare of 

individuals.  

 

While much work remains to be done in the region to ensure reliable energy supplies, efficient 

agricultural production, robust sound financial markets and good corporate governance, USAID 

helped accelerate reforms in all these areas and put in place the fundamental public and private 

institutions necessary to continue the reform process. E&Eôs economic growth and private sector 

development assistance continues to have impact beyond the timeframe of specific projects in 
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two ways: 1) long-lasting business relationships brought about through improved 

competitiveness, and 2) the creation of capabilities in people and institutions to carry out 

policies, strategies, and activities.  However, continued USAID technical support for private 

sector development and industrial and employment growth remains a priority in those countries 

where the reform process was more difficult for either political or economic reasons.  

 

The evidence is quite convincing that USAID, working with local decision makers in the E&E 

region, succeeded in supporting the transformation of all or most countries from centrally 

planned to market-driven economies. Since none of the countries is likely to go back to the 

Soviet, communist model, USAID can be proud of an unqualified success in establishing the 

irreversibility of reforms in all of the Central, Eastern and Southeastern European countries.   

 

Two relevant measures of the significance of U.S. transition assistance are: 1) the relative costs 

of the transition assistance compared to Cold-War military assistance; and 2) the economic gains 

accruing to U.S. economic interests as a result of the regional transformation. 

 

According to a Cato Institute study,
1
 U.S. military expenditures for the period 1948-1986 totaled 

$6.3 Trillion, or about $163 billion per year.  By comparison, the total expenditure by the U.S. 

government in support of the transformation from 1990 ï 2012 was $20 Billion, or about $900 

million per year.   

Prior to 1990, the markets of Eastern Europe and the Soviet Union were essentially closed to 

U.S. businesses. However, U.S. exports to Russia in 2012 exceeded $10 billion
2
 ï an amount 

equal to approximately one half of the total 22 year expenditure by the U.S. in transformation 

assistance.   

 

 

****  

 

EXECUTIVE SUMMARY  

 

The transition to vibrant, free-market democracies in Central and Eastern Europe and the former 

Soviet Union has been dramatic over the 23 years period reviewed (1989-2012). Countries 

previously hidden from view behind an Iron Curtain are now open, engaged, and active 

participants in the global economy.  

 

We nostalgically remember the election of the Solidarity party in Poland, the fall of the Berlin 

Wall in 1989, and perhaps most significantly, the collapse of the Soviet Union. In contrast, we 

may find it  it is easy to forget the images of people spending their days standing in long lines for 

bread and other goods in perpetual shortage and the real concerns of mass starvation, civil war, 

and the possibility that the nuclear arsenal of the Soviet Union might fall into rogue hands.  

                                                 
1
 ñU.S. Military Spending in the Cold War Era:  Opportunity Costs, Foreign Crises, and Domestic Constrantsò, by 

Robert Higgs (1988).   
2
 http://www.foxbusiness.com/news/2012/10/18/analysis-us-manufacturers-turn-to-russia-with-

love760849/#ixzz2Ow9JhVRr 
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While the transition was not without some pain and suffering, and while the results are not 

uniformly positive in all places, for the most part the pace and scale was nothing short of 

remarkable. The people of the region, anxious for greater personal freedom and rights of liberty 

and property deserve the greatest credit for the positive outcome. But the United States, 

European Union(EU), and international organizations such as the International Monetary Fund 

(IMF) the World Bank and the European Bank for Reconstruction and Development (EBRD) 

contributed substantially to the successful outcome by providing technical guidance and financial 

resources to accelerate the transition.  

 

Throughout the region, the population rejected the centrally planned systems in favor of 

democracy and pro-market reforms, and we can observe the tremendous changes that have 

occurred. Today, in every country of the region more than half of GDP is produced by the 

private sector, and free and fair elections are commonplace in the majority of the countries. 

 

The U.S. governmentôs response to the fall of the Berlin Wall and subsequent breakup of the 

Soviet Union was rapid, meaningful and generous. The strong consensus in the U.S. led 

Congress to quickly pass the Support for Eastern European Democracies (SEED) Act in 1989 

that provided the legal and financial basis to support the historic transformation for Central 

Europe. Additional programs for the former Soviet Union and additional countries in Central and 

Eastern Europe were authorized by the FREEDOM Support Act (FSA) that followed in 1992.  

 

The principal objective of the assistance to the E&E region was to support and accelerate the 

transition to market-oriented democracies. The U.S. assistance effort was coordinated at the 

policy level by the State Department. The United States Agency for International Development 

(USAID) was the U.S. government agency that implemented the largest portion of the program. 

Supporting the transformation was an unprecedented challenge in terms of the sheer number of 

countries, and the massive needs of the populations facing severe economic distress without the 

institutional and legal foundations to support a market democracy. At the same time, it was an 

opportunity to wipe away the most significant threat to world peace and stability that had existed 

since the end of World War II. 

 

As the old political systems fell, economic order rapidly collapsed and the economic system 

needed expeditious structural reform. The United States began by assisting two countries 

(Hungary and Poland). Soon after, this assistance was expanded to more countries in Central and 

Eastern Europe, and then all of the former Soviet Union. By the time peace was re-established in 

the Balkans and programs began there in 2001, the U.S. Government had assisted 29 countries 

with market and political transition. Over the next decade to 2012, as countries succeeded in 

putting in place the laws and institutions of market economies, the United States has gradually 

withdrawn its bilateral support, and now is focused on a few countries in the Balkans and 

Eurasia.  

 

U.S. economic assistance to the region was unparalleled in its person-to-person approach. 

Volunteers ranging from newly-minted MBAs to retired executives to farmers were eager to 

engage with their E&E regional counterparts. USAID and other U.S. government agencies 

funded numerous study tours and exchanges to build understanding of democratic market 
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economies function on a daily basis. The Peace Corps deployed a different profile of trained men 

and women, drawing on mid-career professionals with business expertise instead of recent 

college graduates. These kinds of exchanges had significant positive impact on the development 

of business acumen, English language proficiency, and adoption of Western attitudes and 

practices in the region.  They contributed enormously to the success of U.S.  economic technical 

assistance programs.  

 

A number of key factors shaped USAIDôs programmatic approach. In the earliest years of the 

transition, because of the decades of isolation, few people in the United States understood and 

appreciated the complexity of the transition process. However, it soon became clear that 

successful transition would require far more than a few quick changes here and there.  

 

The basic foundations of a market economy were not in place, and in fact the existing legal 

framework considered private sector market economics harmful. Rather than facilitating business 

operations, the institutional frameworks under Communism were designed to repress and even 

outlaw private market activities. New laws had to be written across a broad range of topics, 

governing institutions needed to be created, strengthened, and reformed, a functioning financial 

sector had to be developed, and systemic infrastructure reforms were required to achieve 

extensive modernization. Most significantly, it was necessary to change the mindset of a 

population that had been educated to believe that capitalism and western democracies were 

concepts to be feared, not embraced. Comprehensive technical assistance and transfer of skills 

and expertise were essential to the acceleration of reforms within politically acceptable 

timeframes. There was a trial-and-error experimenting (something that legislation and 

management policy encouraged) at the beginning of assistance with the result that many efforts 

were found to be not effective and were abandoned. From the start, however, the objective was 

clear ï build pro-democratic market economies ï and this clarity helped guide the evolution of 

approaches to the point that a sequence of specific economic growth measures were implemented 

in each country.  

 

 

USAIDôs approaches and outcomes had to be tailored, of course, and were substantially 

influenced by the length of time countries were under a centrally planned system. The longer a 

command economy had been in place, the more difficult it was to shift the mindset of both the 

government and the population toward private markets. Reforms were often delayed and bumpy 

due to political reversals. Other factors causing differentiated programmatic approaches 

included: the large number of new countries following the breakup of the Soviet Union and 

Yugoslavia that lacked normal sovereign governing institutions and experience; post-conflict 

situations which had devastated war-torn economies; and the lack of committed market 

reformers, particularly in the former USSR. 

 

The Agency used existing contracting mechanisms and established partnerships with 

development assistance consulting firms, international nongovernmental organizations (NGOs), 

and U.S. companies to implement its programs. They worked hand-in-glove with international 

financial institutions such as the World Bank, the IMF, the EBRD, the EU, individual European 

countries, and others who were shaping structural reform and meeting the transforming 

governmentsô financing needs.  
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The sense of urgency underlying these extraordinary changes led to a significantly different 

approach to development programming than elsewhere in the world. USAID rapidly deployed 

teams to work on specific initiatives, replacing traditional, more time-consuming steps in the 

project development cycle with on-the-ground shaping of project design and a flexible response 

to unfolding needs while simultaneously providing technical assistance. The Agency put in place 

innovative contracting mechanisms to facilitate this rapid response.  

 

Much of what has become standard practice for USAID 

globally for encouraging private sector development 

was pioneered in E&E region programs. 

 

At first, expertise, project management, and decision 

making was consolidated in a Washington-based 

Europe Mission, with only small country-based USAID 

representative offices. The SEED and FSA Acts gave 

USAID the authority to hire technical staff in 

Washington, D.C. with specific expertise that did not 

exist within the Agency. This resulted in a relatively 

homogeneous set of programs for countries and easy 

exchange of lessons learned. Over time, this structure 

was replaced by country missions that could provide 

better hands-on-management and monitoring to ensure 

results and to respond flexibly to more unique, country-

specific needs. 

 

In E&E, USAID also broke with its traditional approach 

that allows host governments to approve activities.  This 

was an important innovation.  USAID worked 

extremely closely with the governments, building strong 

relationships with senior officials and technocrats. We 

listened to their priorities and fulfilled the majority of 

their requests for assistance particularly to overhaul and 

strengthen the key public economic institutions and 

work on legal and regulatory reform.  However, because 

USAID did not require host government approval for 

the full range of its activities, it had the freedom and 

flexibility to find the optimal entry points and 

counterparts for providing assistance. From the 

beginning, particularly in countries where political will 

to take reforms was lagging, USAID worked directly with the private sector, municipalities and 

NGOs to achieve tangible results, build partnerships with citizens, and gain valuable knowledge 

until more committed, reform-minded central governments were in place. One important USAID 

legacy is the large number of motivated, quality local professionals who now form a cadre of 

competent and committed leaders (public and private), and a large number of legacy institutions 

that still function as sustainable local organizations (see Appendix 6).  

Eleme nts of Success: Lessons 

Learned  

Transformation requires a comprehensive 

assistance approach focusing on structural 

reform by: 

 Creating the fundamental elements of 

a market economy that are absent  

 Accelerating pace of transformation 

to overcome the weak political will 

or conflict 

 Creating and strengthening key 

market institutions 

New development and procurement 

approaches are needed to meet urgent 

challenges 

 Quickly hiring staff with skills specific 

to the transformation tasks, e.g., 

privatization, fiscal and banking 

reform or energy, and placing them in 

a central bureau to work across 

countries  

 Designing, competing and beginning 

work quickly in 3 to 6 months as 

opposed to years 

 Initiating smaller projects to start the 

work and then scaling up as 

knowledge grows and reforms gain 

momentum 

The focus on structural reform combined 

with USAIDõs streamlined operational 

processes allowed the Agency to reduce 

its assistance as countries develop the 

legal framework, institutions, and 

resources to take responsibility for their 

own democratic and economic 

development. 
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USAIDôs economic growth program was conducted principally in six specific technical areas: 

macroeconomic and fiscal reform, privatization, financial sector and capital market development, 

private sector development, energy reform, and agriculture and land reform. USAIDôs programs 

helped to establish and strengthen all the key inter-related elements that form a market-based 

economy that were absent from the centrally planned system, including rule of law that 

encourages and protects private sector ownership and investment; competition policy that 

promotes markets; financial intermediation based on market criteria; fair and efficient taxation 

and expenditure policies; and an economically and environmentally sustainable energy sector. 

Underpinning these activities was the goal of promoting effective economic governance and 

appropriate government oversight of private sector activity.  

 

Macroeconomic and Fiscal Reform: There were three immediate macroeconomic and fiscal 

impacts from the collapse of the centrally-planned economic systems: 

 

 A massive decline in production output in the magnitudes of 30% or more 

 Hyperinflation, both as a result of supply shortages and adjustments to world market 

prices 

 The loss of governmentsô source of revenue (previously the governments had been 
funded by the proceeds of state-owned enterprises) 

 

The U.S. government responded to supply shortages (particularly food and energy) with direct 

emergency assistance. Stopping the hyperinflation became an urgent matter as well because 

other efforts at transition to a market economy could not proceed until hyperinflation was tamed.  

 

Additionally, assistance was required to help the longer-term task of constructing an entirely new 

fiscal system supportive of a market economy. This was a critical but difficult task since much of 

market-based fiscal policy and practice is based on concepts that were foreign to these 

governments and populations. USAIDôs primary objective over the two decades was to promote 

modern accountable and transparent tax and budget systems, requiring major structural changes 

including new legal and regulatory framework, the overhaul of finance ministries, and the 

education of both parliament and citizens to understand collection and allocation of government 

resources in a democratic, market economy.  

 

Privatization: Under the Communist system, almost all productive assets were state-owned and 

these enterprises were largely obsolete when the system collapsed. From a fiscal and economic 

recovery perspective, most country leaders saw no alternative to the rapid transfer of ownership 

to private hands, although approaches to achieve this goal differed. Privatization models ranged 

from auctioning small and medium enterprises in strategic sales, sometimes to foreign investors, 

to de-collectivization of farms to mass privatization. The mass privatization programs that 

USAID supported often relied upon vouchers distributed to citizens which could be redeemed for 

shares. Mass privatization required the transfer of tens of thousands of enterprises quickly and 

legally to private hands, creating huge numbers of publicly traded companies and millions of 

shareholders who needed a fair and secure environment in which to hold and trade their shares.  

 

All of the privatization methods were built on the precept that market economies entail 

widespread private ownership. However, without much understanding of the concept of 
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shareholding, citizens often sold their vouchers for cash, foregoing potential longer-term 

financial benefits of stock ownership. In many instances, particularly in the former Soviet Union, 

privatization processes were fraudulently manipulated by politically-placed insiders, giving rise 

to the dominance by oligarchs. USAIDôs privatization efforts have been criticized by some for 

allowing this to happen, but the reality is more complex.  

 

Particularly in the USSR, insiders within the state-owned enterprises and planning agencies were 

well along toward ñspontaneous privatizationò before the international organizations arrived. 

Many of the larger monopolistic State-Owned Enterprises (ñcrown jewelsò) were never included 

in the privatization process. Despite the best efforts of international organizations and many 

donors, including USAID, this course was already on its way and could not be derailed.   

 

Recognizing that privatization was just the first step in transformation, USAID programs turned 

greater focus on addressing other systemic elements critical to promoting a well-functioning 

private-sector economy and upgraded business management practices.  

 

Privatization of state-enterprises introduced a series of other unanticipated social issues. Most 

state enterprises were overstaffed with redundant labor, and as they were privatized, large 

numbers of employees were released. In addition, within the socialist system, much of the social 

support structure ï health care, child care, education, and housing ï was inside these enterprise 

ñcombinatsò. Once privatized, the owners were not willing to fund these non-business costs, and 

the burden of supporting these services were shifted back to government. USAID launched social 

transition programs to help governments take on these additional responsibilities. 

 

Financial Sector and Capital Markets: The financial sector in Communist countries consisted of 

state-owned banks, generally part of the central bank, which provided directed credit to state-

owned enterprises to meet targets set by government five-year plans. They did not perform the 

typical financial intermediation role as necessary in a market economy. With the collapse of the 

economy, the banks were saddled with bad debts and were essentially bankrupt.  

 

To build the foundations of a sound, private, market-oriented financial sector, USAID took a 

comprehensive approach that simultaneously introduced bank supervision, conducted 

commercial banker training and undertook privatization/restructuring activities. Working in close 

collaboration with the IMF and the World Bank, there was early success in many countries in 

establishing well-functioning bank regulatory authorities, steadily moving toward international 

standards and practices. This was a factor in confidence restoration, deposit growth, and 

significant investment in the banking sector, mostly by European banks, which brought modern 

banking practices to the region, thereby accelerating the transformation. 

 

To facilitate the anticipated large volume of privatization share transactions, USAID supported 

companion efforts to build basic capital market infrastructure. It was hoped that establishing 

stock exchanges would facilitate market behavior on the part of firms and shareholders. 

However, once the initial wave of privatization-related activity subsided, trading volumes 

declined substantially. In response, USAID is now assisting local exchanges in dealing with 

problems of scale by harmonizing or merging with other exchanges in an effort to regionalize. 
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Private Enterprise: While privatization transferred the ownership of state-owned enterprises to 

the private sector, many privatized, formerly state-owned enterprises were neither commercially 

viable nor able to produce quality goods that were in demand. Defunct state-owned enterprises 

resulted in a huge number of unemployed. New private-sector businesses that could compete in 

domestic or regional markets had to be encouraged to provide employment and income to the 

regionôs population. USAID programs sought to accelerate private sector growth with 

accompanying workforce development efforts to reduce growing unemployment.  

 

As the private sector grew, USAID introduced several different models and approaches helping 

individual enterprises and entrepreneurs learn business skills while at the same time working 

with governments to create more supportive business environments. USAID was flexible in 

determining the mix of enterprise-level, industry-level, and policy-level interventions over the 

20-year period, seeking the most cost-effective approach to reach the greatest number of 

enterprises and thus have maximum impact on income and employment. USAIDôs approach to 

assistance evolved from working directly with enterprises by establishing local business centers, 

to working more strategically in economic sectors that had the potential to become competitive 

in the global marketplace. At the government level, USAID worked to remove the legal and 

regulatory obstacles to entrepreneurship and help countries improve performance as measured by 

the World Bank/IFCôs ñEase of Doing Businessò indicators.  

 

As the business environment improved, and the number of successful private enterprises and 

business professionals increased, USAIDôs approach became more sophisticated, and was based 

on the principle that by linking producers with markets, businesses flourish. By facilitating 

awareness of product design, quality, technology, and market practices, USAID has made a 

significant contribution to strengthening these nascent enterprises. Furthermore, as the private 

sector grew, a domestic constituency emerged for ongoing reform and dialogue with the 

government on policies and regulations affecting business success.  

 

USAID projects were able to empower a range of interests and organizations to take charge of 

progress in creating a robust private sector, ensuring sustainability of reforms. This, combined 

with a high level of engagement across government, business, labor, universities, trade 

associations, and research institutions, indicates that market behavior had been embedded 

throughout society. While progress is uneven and subject to ups-and-downs of the global market, 

all but one of the 29 countries assisted by USAID has reached the target threshold of having 

more than 50% of the economyôs production in private hands. 

 

Energy: By 1990, energy systems in the region were uneconomic, inefficient, polluting, and 

corrupt; blackouts were common, businesses suffered, schools closed, and political and social 

unrest were common. Furthermore, most of the countries were dependent on Russia for energy, 

which made them vulnerable to Russiaôs political influence. 

 

Working closely with the World Bank, EBRD and IFC, USAID financed the technical assistance 

for the "unbundling" of the electricity monopolies into separate generation, transmission and 

distribution companies to achieve greater transparency and accountability. Of equal significance 

was the development of a modern legal and regulatory framework including the establishment of 

nineteen autonomous energy regulatory bodies. With this basic foundation in place, USAID 
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continued its collaboration with the banks and the reformers in each country to support the 

strategic privatization of the electricity distribution companies which were key instruments of 

corruption for the vested interests. The distribution privatization and transmission planning 

efforts led to $2 billion and $2.5 billion in investment over the last 15 years. 

 

Anticipating the need for regional approaches to expand electricity trade, USAID supported the 

establishment of the Energy Regulators Regional Association (ERRA) which now consists of 26 

energy regulatory bodies that exchange information, experience, and professional development 

through an international training program. After cessation of hostilities in Yugoslavia, USAID 

helped convene experts from the Balkans to identify future transmission "highways" to re-

connect the new countries, resulting in $2.5 billion in transmission investments. In addition, 

USAIDôs energy strategy included a focus on energy efficiency, and made efforts to develop 

private sector and non-governmental institutions to address this long-term problem.  

 

Five national energy efficiency centers were developed in Poland, the Czech Republic, Bulgaria, 

Ukraine and Russia that continue promoting and providing energy efficiency services to date. 

The early emphasis on energy efficiency in municipal buildings contributed to the Bureau's 

Democracy and Governance efforts. A key breakthrough was achieved in the application of the 

Development Credit Authority in Bulgaria for municipal energy efficiency borrowing from 

private banks. This breakthrough mobilized $150 million follow-on funding by the World Bank 

and EBRD in Bulgaria and further funding throughout the region. 

 

Agriculture/Land: If countries in the region were to transform, the predominance of collective 

farming in agricultural sector as well as the absence of personal property had to be urgently 

addressed. Collective farms used obsolete equipment and technology and were often even less 

efficient than state-owned enterprises. The chronic food shortages before the collapse initially 

worsened after the collapse due to disruptions in the supply and distribution chains.  

 

Parallel to the privatization of enterprises, countries moved quickly to decollectivize agriculture, 

with the objective of benefiting farmers and promoting effective food production. Typically the 

land and other assets of collective farms were distributed to the workers, with each family 

receiving a small plot of land. USAIDôs programs focused on establishing the laws, institutions 

and systems to secure private property rights and titles. However, these basic reforms did not 

easily translate into vibrant, productive farms or land markets. Farmers continued to employ 

outmoded techniques and processes, and without a system for maintaining the infrastructure and 

other support systems, productivity and output continued to stagnate.  

 

Although the prospect of massive food shortages and starvation have subsided, still today 

millions of households in the rural areas of the former Soviet Union live barely above the 

subsistence level producing low volumes of poor quality agricultural products. More recently, 

programs to develop high value agriculture by linking producers with sophisticated end-markets 

as part of a private enterprise development strategy have been more successful in promoting a 

modern agricultural sector.  

 

****  
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In all of the above technical areas, USAIDôs overarching objective in structural reform was to 

provide to provide countries with the policies, institutions and capability to grow and to address 

their own economic and political goals, thereby reducing their reliance on foreign assistance. At 

the present time, we can observe four groupings of countries. 

  

Group 1: Eleven countries that no longer receive bilateral assistance. Beginning in 1996, 

USAID ñgraduatedò countries that met certain economic and political transformational 

criteria, later formalized in USAIDôs annual Monitoring Country Progress (MCP) report. 

Graduation allowed USAID to focus on countries where more time and resources were 

needed to transform to market-oriented democracies. Of the eleven, 10 have joined the E.U., 

and the 11
th
, Croatia, is a candidate in 2013. 

 

Group 2: Western Balkans. Of these six remaining countries, most do not yet meet the MCP 

economic and political transformational criteria, in large part due to the legacy of conflict in 

the region. Even though some of these countries have an EU candidacy status for several 

years, none of them are going to enter the EU before the end of this decade mostly due to 

complex political issues. The U.S. government remains committed to support peace and 

stability in the Balkans, which influences decisions regarding ongoing assistance.  

 

Group 3: Eurasia. Most of the former Soviet republics in Eurasia continue to receive some 

assistance, but substantially less than a decade ago. None of the countries in this group meet 

the MCP transformational criteria, nor are they candidates for EU membership.  

 

Group 4: Central Asia. Five countries in Central Asia also fall substantially below the MPC 

threshold criteria. They now receive specialized assistance from the Asia Bureau, integrated 

with regional programs that include their southern neighbors.  

 

Transformational reforms and economic well-being reached the desired level in Group 1 

countries, and USAID appropriately ended its bilateral support. Innovative regional programs 

with modest funding were put in place to sustain institutional development for graduated 

countries. Legacy institutions, formed with USAID assistance that now stand on their own, also 

contribute to economic progress and goodwill.  

 

In Groups 2 through 4, transformation is taking longer and USAID efforts continue to 

consolidate achievements to date and leverage other donors. In a number of countries, lack of 

political progress is delaying the economic transition process; in these countries, transformation 

will continue to be slow irrespective of USAIDôs additional time and resources. Semi-

authoritarian regimes in Azerbaijan and the Central Asian Republics substantially impede 

progress there.  

 

While several countries are on a trajectory to meet structural reform objectives, this has not yet 

translated in a vibrant private sector that contributes to the prosperity of the general population, 

demonstrated by huge unemployment, low labor productivity, and significant income disparity. 

The lack of prospects for EU and global integration and poor economic situation of the majority 

of the population make these countries vulnerable to nationalism, political manipulation and 

reversal of democratic reforms.  
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Using the expertise built up in the past 20plus years, much of which is among country nationals 

in USAID Missions, USAID has the means to effectively address constraints to economic 

growth, even with modest financial resources. With recovery from the 2008 global financial 

crisis fragile, governments in the region are facing new difficulties. USAID has the credibility, 

trust, expertise and long-term relationships with counterparts in the region in key institutions to 

continue to help countries meet these challenges.  

 

Another way to measure the success of the transformation effort is with cost-benefit analysis. A 

Cato Institute study estimated the military cost of the Cold War to the U.S. was $6.3 Trillion 

from 1948-1986. By comparison, the U.S. transformation assistance from 1990-2012 was $20 

billion. Transformation support cost the U.S. approximately .35% of the military cost of the Cold 

War.  

 

Before 1990, these countries were essentially closed to U.S. businesses. In 2012, Russia alone 

represented a $10 Billion export market for U.S. products. In other words, U.S. exports to Russia 

alone each year generate 120% of the amount spent by the U.S. over the entire 22 year transition 

period in all 29 countries.  

 

At an average of $345 million per year, the U.S. expenditure on the CEE/USSR transformation 

was barely 10% of the average annual development assistance expenditures in Iraq and 

Afghanistan over the past ten years. 
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I . LESSONS LEARNED 

The lessons learned over the last 20 years in helping transform Central and Eastern Europe and 

the former Soviet Union, from centrally planned to market economies, have broader application 

throughout the world.  While circumstances will not precisely match those encountered in 1992, 

there are some lessons that can be applicable to post conflict countries, and in countries 

transforming from autocratic governments in which the state plays a large role in the economy 

both formally by owning enterprises and distribution channels and informally through preference 

given to certain elements in the private sector and other special interests (economic elites). 
 

Lesson 1: A clear objective fosters success.  

Congress specified a very straight-forward objective ς άthe transformation to market democraciesέ ƛƴ 

the SEED and FSA legislation.  The clarity of objective provided focus and directed the approach, strategy 

and tactics of the economic assistance program.  

Lesson 2: Successful assistance strategy, approach and tactics requires a supportive 

operational framework for implementation.   

The legislative authority in the SEED/FSA legislation facilitated the E&E bureau of USAID to move quickly, 

streamline decision-making, take calculated risks, and engage technical expertise in Washington. 

The sense of urgency originated from the desire within the government and population to show strong 

support to the people who had ended the Cold War peacefully.  There was also an enormous pool of 

U.S. citizens and organizations waiting to be tapped3 to serve as USAID partnŜǊǎΦ 9ϧ9Ωǎ ƳŀƴŘŀǘŜ ǘƻ 

ŀŎŎŜƭŜǊŀǘŜ ǊŜŦƻǊƳ ŎǊŜŀǘŜŘ ŀ ōƛŀǎ ŦƻǊ ŀŎǘƛƻƴΦ  ¦{!L5 ǿŀǎ ŀƴ ŜŦŦŜŎǘƛǾŜ άŦƛǊǎǘ ǊŜǎǇƻƴŘŜǊΦέ   ²ƻǊƭŘ .ŀƴƪ ŀƴŘ 

LaCΣ ŀƳƻƴƎ ƻǘƘŜǊǎΣ ŀŘƳƛǊŜŘ ǘƘŜ !ƎŜƴŎȅΩǎ ƴƛƳōƭŜƴŜǎǎ ŀƴŘ ŦƭŜȄƛōƛƭƛǘȅ ŀƴŘ ŀƭǎƻ ƛǘǎ ŎŀǇŀŎƛǘȅ ǘƻ ƎŜǘ ǘƘŜ ǊƛƎƘǘ 

technical experts quickly to where they were needed.  

As the assistance program ramped up, the benefits in using small 6-12 month task orders through pre-

competed blanket contracts was invaluable.   It gave the E&E Bureau and Missions flexibility to respond 

quickly to new conditions, crises, opportunities and change of governments, facilitated hands-on 

ŎƻƴǘǊŀŎǘ ƳŀƴŀƎŜƳŜƴǘΣ ŀƭƭƻǿƛƴƎ ǘƘŜ ŀƎŜƴŎȅ ǘƻ άƭŜŀǊƴ-while-ŘƻƛƴƎέΣ ŜȄǇŀƴŘƛƴƎ ǎǳŎŎŜǎǎŜǎ ǿƘƛƭŜ 

terminating unsuccessful efforts.    The new "outside" expertise combined with more traditional USAID 

development expertise often created synergies and innovative approaches. Flexible contracting 

mechanisms allowed specialized skills to be brought on board quickly.  

LŦ 9ϧ9Ωǎ ƛƴƴƻǾŀǘƛǾŜ ŀƴŘ ǎǘǊŜŀƳƭƛƴŜŘ ŎƻƴǘǊŀŎǘƛƴƎ ƳŜŎƘŀƴƛǎƳǎ ƘŀŘ ƴƻǘ ōŜŜƴ Ǉǳǘ ƛƴ place, the sense of 

urgency and need to respond quickly and with flexibility could not have been operationalized.  It was 

possible to build credibility with counterparts, learn and understand their needs, develop effective 

program design, pick the right implementers, and conduct proper oversight while maintaining a clear 

sense of the ultimate objective.   

                                                 
3
 A good example of this was that as E&E work starting up, the S&L crisis was winding down in the US. That meant 

a large number of experts ï regulators, bankers, work-out specialists were available and had just the right skills and 

recent experience with bank crisis that the E&E countries needed. A downside of which was the flood of unsolicited 

proposals that received Congressional or White House support and which the Agency found difficult to deflect. 
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The use of centralized skills in the Regional Mission in Washington resulted in efficient use of resources 

and allowed for easy adaptation of approaches and knowledge transfer from one country to the next. 

E&E centralized technical staff served as project officers who were specialized in a set of countries with 

common development issues. The SEED and FSA Acts allowed the E&E Bureau to engage personal 

services contractors in Washington (PSCs) to augment its own expertise with specialists in the energy, 

financial, and other sectors, unlike other donors or domestic agencies in which employees had to be 

hired through lengthy civil service processes. 

As transformation proceeded and the private sector emerged, and as program management shifted to 

the field, operating with a longer-term perspective and long-term advisors became a more suitable 

approach.   

Lesson 3: A comprehensive, multi-layered approach focusing on the root causes and systems 

is required to achieve true transformation.  

E&E had the mandate, resources, processes, and talent to put in place mutually reinforcing, integrated 

activities designed to promote reform across all facets of the economy.  There is no one panacea, but 

rather assistance should focus on key market institutions and work at multiple levels to accelerate the 

change. Simultaneous programs help countries address the building blocks of a market-based system 

such as financial sector stability, property rights, rule of law, energy efficiency, and reliable 

infrastructure. 

Lesson 4: Institutions matter to sustain economic progress.  

Policy or political change must be accompanied by institution building and human capital development.  

Creating well-functioning, accountable, professional institutions both public and private is critical to 

achieving and maintaining momentum for reform.  E&E focused on helping countries build and reshape 

institutions that matter to the transformation, and on human capital development allowing for new 

leaders and technical professionals to emerge. This is the key element to establishing good governance 

and accountability, decreasing corruption, and promoting the rule of law. It is the best way to reduce 

and ultimateƭȅ ŜƭƛƳƛƴŀǘŜ ŎƻǳƴǘǊƛŜǎΩ ǊŜƭƛŀƴŎŜ ƻƴ ŦƻǊŜƛƎƴ ŀǎǎƛǎǘŀƴŎŜΦ  

All economically successful countries require well-functioning, strong public  institutions  -  Central Bank, 

Finance Ministry, commercial courts, tax and budget authorities, administration and regulatory 

authorities - all staffed by trained, competent professionals. Economic governance requires public sector 

institutions that have legitimacy.  

Lesson 5.  Economic transition takes time and requires matching the size of resources with the 

political commitment to reform.  Graduation is an important goal. 

The countries of the E&E region had high literacy rates, seemingly educated work forces, an industrial 

base (i.e., non-agrarian economies), and developed infrastructure.  Yet, the transition to market 

economy was a huge endeavor because of their lack of experience with a private market economy, 

insufficient adherence to rule of law, and the cradle-to-grave social programs.  In particular, changing 

ǘƘŜ ƴŀǘǳǊŜ ƻŦ ƎƻǾŜǊƴƳŜƴǘΩǎ ǊƻƭŜ ƛƴ ǘƘŜ ŜŎƻƴƻƳȅ ŀǿŀȅ ŦǊƻƳ ŀ control function to an oversight function, 

and providing a level playing field for the new private sector is essential to promoting both sustainable 

and inclusive economic growth. It is hard to do and takes time.   Until this happens, transition to market 

economy will be incomplete and economic growth even if robust will create inequalities.  
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It has taken the longest time to achieve fundamental change in the countries of the former Soviet Union 

that had never known market economies and in countries affected by conflict, such as the Western 

Balkans. In contrast, in those countries that had a history of private sector activity and the incentive of 

joining the E.U., the transformation took less time.   

¦{!L5Ωǎ ŀǇǇǊƻŀŎƘ ŜǾƻƭǾŜŘ ŀƭƻƴƎ ǿƛǘƘ ǘƘŜ ǎǘŀƎŜǎ ƻŦ ǘǊŀƴǎŦƻǊmation ς as countries gradually progressed 

and the private sector emerged, the nature of the work changed.  It is better to ramp up the amount of 

assistance ς knowing where the true problems and barriers are, understanding who are the true 

reformers (compared to those who give lip service to reform), and building up the absorptive capacity in 

institutions, both public and private to implement reforms.   

While US assistance needed more time than originally anticipated, it was always understood that E&E 

would end. The goal of graduation helped to focus assistance on the fundamentals of a functioning 

market economy and develop its accompanying systems.  In those countries that made strong, early 

transformational progress and had the promise of EU accession, programs were phased out sooner.  

Those countries were ready to take responsibility for their own development.  In contrast, reducing 

assistance to the relatively new and still fragile democracies and economies is neither good 

development practice nor foreign or national security policy.  

Lesson 6.  Effective counterparts for reform exist both inside and outside the government. 

Avoid assistance agreements that limit programming and the targets of assistance.   

Economic growth and reform programs have more chance of success if not constrained by overly 

prescriptive requirements contained in government-to-government assistance agreements.  E&E had no 

requirement to work directly with or only with central government under its initial agreements; it had 

the flexibility to work where the opportunity for effective reform was greatest. If political will lagged or 

former Party operatives obstructed reform, USAID could still make progress by working directly with the 

business community, reformist mayors, and other non-government actors. Local government and 

business leaders often put pressure on central government officials who became subsequently engaged. 

Often this paved the way to return to work at the central level on key structural reforms. 

One objective of USAID assistance projects was to shift the vision of government from one of controlling 

the economy through state-ownership to one of facilitating private ownership.  But it has not always 

been easy to instill this new vision of effective, transparent government institutions that provide: 

macroeconomic stability; good fiscal policy; a business environment which facilitates private sector 

activity and competition; and, appropriate regulatory oversight of the private sector. Technical 

assistance was most successful when it helped government navigate the balance between reducing its 

control while at the same time strengthening economic governance. 

Public education and outreach can also build support outside government. The concerted effort to 

include volunteerism, exchanges, education, and training in economic assistance has radically changed 

the relationships between people in the region and U.S. citizens to accomplish a transfer of mindset to 

complement institutional change. It broke down Cold War barriers and created partnerships between 

individuals, businesses, universities, government agencies, and civil society.  

Lesson 7: Economic and democratic gains are correlated.  
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Economic gains are critical to sustaining democratic progress.  The two dimensions of assistance are 

mutually-reinforcing. Private sector development relies on sound governmental policies that support 

rather than impede business activity. Private property rights, reliability of judicial processes, fairness and 

efficiency in enforcement of regulations, etc. all are essential to enterprise growth. At the same time, a 

successful and growing private sector improves individual well-being and reduces the extent to which 

individuals are dependent on government.  Citizens are willing to support democratic institutions when 

they experience economic progress. If economic stabilization and then recovery had not happened 

relatively quickly, breeding optimism about the future, many of the democratic gains could not have 

been sustained. In the wake of the global financial crisis and ongoing EU financial turmoil, the response 

to negative growth prospects and increasing unemployment has been growing populism and increased 

democratic backsliding.  

Lesson 8: Technical assistance is important to assist countries to meet Multilateral Financial 

Institution (MFI) policy and practice recommendations and establish the system reforms 

needed to unlock MFI funding.  

The IMF generally provides intermittent short-term technical assistance and countries must pay for the 

World Bank longer-term assistance as part of loans. E&E has a comparative advantage when providing 

technical assistance to implement new reforms and policies. For example, in E&E, USAID assistance 

helped regulatory authorities meet conditions relating to bank regulations and privatization in the early 

days and implement recommendations to improve financial sector stability and development under 

joint IMF/World Bank Financial Sector Assessment Programs. Beneficiaries and MFIs acknowledged this 

direct contribution as significant to building knowledge and institutions required for transition. 

Lesson 9: The private sector invests only after the elements of a market economy are in place.  

Private investment will follow business opportunities.  In large countries and those rich in natural 

resources, the private sector may be willing to risk a less stable business environment because of the 

scale of the opportunity.  However, more typically, assistance is necessary to accelerate business 

reforms, leading to a more favorable business environment, and thereby attracting private investment. 

Lesson 10: Russia is a special case and necessitated a different relationship.   

Russia, as the largest and most dominant country of the Soviet Union, never fully accepted its status as a 

donor recipient.  There were (and still are) many forces within Russia that were not so comfortable with 

the western economic model, and others that had strong political and financial interests in keeping the 

West at some distance.  The relationship with Russia was fundamentally a foreign policy one, less 

conducive to development approaches successful elsewhere in the region.  In hindsight, a focus on 

technical cooperation and a partnership with mutual learning may have resulted in continued 

engagement in economic growth. 
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I I . INTRODUCTION  

SEED AND FSA ACTS  

In May 1989, Hungary began to open its borders to the West, and in June, the Polish Solidarity 

party triumphed in national elections. The George H.W. Bush Administration proposed to the 

U.S. Congress
4
 an assistance program in central Europe, focused mainly on economic 

engagement with Hungary and Poland. The 41
st
 President visited the region in July and 

advocated that it was U.S. responsibility to join forces with the people left in political, social and 

economic turmoil as the Communist system collapsed. After the opening of Hungary and Poland, 

the Velvet Revolution in Czechoslovakia, and the breaking down of the Berlin Wall, the 

dominance of the centrally planned states in Europe ended.  

 

As discussion between the Administration and the Congress proceeded, consensus among U.S. 

policy makers emerged. The United States 

needed to provide assistance to support the 

transformation of economic and political 

systems. What emerged as the primary 

objective of U.S. economic assistance policy 

was the transition from centrally planned to 

market-oriented economies for the countries 

and to make that transition irreversibleïfirst 

in Eastern Europe and subsequently in the 

Soviet Union. The presumption at the time 

was that having 50 percent of the economy in 

the private sector would achieve that goal. 

This economic objective complemented other 

foreign policy objectives of containing 

nuclear weapons and preserving territorial 

integrity of newly independent states.
5
  

 

The Support Eastern European Democracies 

(SEED) Act of 1989 (P.L. 101-179) was 

signed into law on November 28, 1989, and a 

significant assistance program began. The 

SEED act: 1) promoted the development of a free market economic system; and 2) contributed to 

the emergence of democracy (See box next page.). It also authorized a substantial program of 

food aid to stave off fears of shortages, starvation, and social unrest. 

 

                                                 
4
 Bush, G.H.W. 1989. Making the History of 1989, Item #35. Washington, DC: German Historical Institute. 

Accessed October 8, 2012 from http://chnm.gmu.edu/1989/items/show/35 
5
 Personal communications in interviews with former Congressional staffer and U.S. Ambassadors, October, 2012. 

Timeline for the Start of USAID Assistance  

 In 1989-90, the northern tier of Central Europe 

(Hungary, Republic of Poland, Czech Republic, 

Slovak Republic) 

 1990, Southeastern Europe but not Yugoslavia 

(Republic of Albania, Republic of Bulgaria, 

Republic of Romania) 

 1991, the Baltics (Republic of Estonia, Republic of 

Latvia, Republic of Lithuania) 

 1992, Russian Federation 

 1992, Central Asia (Republic of Kazakhstan, 

Kyrgyz Republic, Republic of Tajikistan, 

Turkmenistan, Republic of Uzbekistan 

 1992, Western NIS (Ukraine, Moldova, Belarus) 

 1992, Caucasus (Republic of Georgia, Armenia, 

and Azerbaijan) 

 Western Balkans: Bosnia and Herzegovina (1994), 

Croatia (1992), Kosovo (1999), Macedonia (1993), 

Montenegro (2001), Serbia (2001), Slovenia 

(1993)) 

Source: Authorsõ analysis, country names per CIA 

World Factbook 

http://chnm.gmu.edu/1989/items/show/35
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Excerpts from SEED Act  

Signed by the President on 11/28/1989  

Became Public Law No: 101 -179 

éA program to support East European democracy by providing assistance to 
Eastern European countries which have taken substantive steps toward 

institutionalizing political democracy and economic pluralism.  

I: Structural Adjustment  - Directs the U.S. éto develop and implement 

economic reforms, to: (1) mobilize international financial institutions to 

provide resources to help Poland and Hungaryé 

Requires the U.S. Government to: (1) make available agricultural assistance to 

Poland to alleviate food shortages and to facilitate the transition to a free 

market economy; and (2) encourage parallel efforts by the European 

Communityé. 

Directs the President to take actions to encourage innovative approaches to 

debt reduction of East European countriesé.  

II: Private Se ctor Development  - Authorizes the President to designate 

two private, nonprofit organizations such as the Polish-American Enterprise 

Fund and the Hungarian-American Enterprise Fund to promote development 

of the Polish and Hungarian private sectors. Authorizes appropriations for the 

Fundsé. 

Requires the Secretary of Labor to provide technical assistance é for the 

implementation of labor market reform and to facilitate adjustment during the 

period of economic transition and reform. Outlines administrative authorities 

and types of assistance authorized. Authorizes appropriations. 

Directs the Agency for International Development (AID) to implement a 

technical training program for Poland and Hungary to enable such countries to 

develop market economiesé 

Declares that it is U.S. policy that: (1) U.S. persons, financial institutions, and 

other persons may provide financial and technical assistance to credit unions in 

Poland and Hungary; and (2) federally insured depository institutions may 

provide technical assistance to such credit unions é consistent with safe and 

sound banking practice. 

III: Trade and Investment  - Amends the Trade Act of 1974 to remove 

Poland from the list of countries ineligible for designations as beneficiary 

developing countries.... 

IV: Educatio nal, Cultural, and Scientific Activities  - Declares that the 

United States should: (1) expand its participation in educational and cultural 

exchange activities with Poland and Hungary especially activities that assist the 

development of free market é. 

VI: Additional SEED Program Actions  - Requires the President to 

designate a SEED program coordinator within the Department of State. 

Directs the President to establish a SEED Information Center System to serve 

as a clearinghouse for information relating to business needs and opportunities 

in, and voluntary assistance to, Eastern Europeé. 

Source: Bill Summary & Status: 101nd Congress (1989-1991) H.R.3402. (Final 

version), CRS Summary. (1989). Retrieved October 15, 2012 from the Library of 

Congress, THOMAS Web Site: http://thomas.loc.gov.  

USAID was one of many 

agencies slated to provide 

assistance. The U.S. Treasury 

and Departments of 

Agriculture, Commerce, 

Energy, and Labor, among 

other agencies, were also 

invited to provide their 

expertise. The multiplicity of 

agencies caused the Congress 

to name a single Assistance 

Coordinator for Europe, 

resident in the State 

Department, who was 

responsible for policy and 

budget coordination. 

 

The State Department and 

USAID had specific legislation 

and funding for such 

international activities. Other 

agencies received funds 

transfers from USAID because 

the domestic agencies were 

unwilling (or not authorized) to 

expend their funds for E&E 

economic assistance.
6
 Only the 

U.S. Treasury secured its own 

funding for the creation of the 

Office of Technical Assistance 

(OTA). USAID was the 

initiator of economic assistance 

programs with a strategy 

formulated by the Mission in 

Washington and approved by 

the Coordinatorôs Office. The 

FDIC, SEC and Department of 

Commerce also had small 

programs aimed at helping to 

create market economies. 

 

                                                 
6
 The initial concept from the Bush Administration was that this should be a ñwhole of governmentò effort, 

employing the knowledge, experience, and expertise of the U.S. domestic agencies. However, Congress balked at 

allowing domestic appropriations to be used to fund international programs, so most of the funding was channeled 

through USAID and the State Department and then transferred to relevant domestic agencies. 

http://thomas.loc.gov/
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Excerpts from FREEDOM Support Act  
Signed by President 10/24/1992  

Became Public Law No: 102 -511 

I. Directs the President to designate a coordinator within the Department of State to be responsible for coordinating 

assistance 

II.  Amends the Foreign Assistance Act of 1961 to authorize the President to provide assistance to the independent states 

for the following activities... creating private enterprise and free market systems based on the principle of private 

ownership of propertyépromoting trade and investmentépromoting market-based mechanisms for food distribution and 

encouraging policies that provide support for the agricultural sectoré promoting energy efficiency and productioné 

III. Encourages the President to establish American Business Centers in the independent statesé [USAID 

must]éconclude a reimbursement agreement withéthe Secretary of Commerce [to] implement programs to provide 

commercial and technical assistance to U.S. businesses seeking markets in the independent states. 

éIX. Other Provisions - Amends the Foreign Assistance Act of 1961 to remove Czechoslovakia, Estonia, East 

Germany, Hungary, Latvia, Lithuania, Albania, Bulgaria, Poland, Yugoslavia, Romania, and the Soviet Union from the list of 

Communist countries to which assistance is prohibitedé 

Amends the SEED Act of 1989 to authorize the President to conduct SEED activities in any East European country similar 

to those being conducted in Hungary and Poland (with specified exceptions). 

Includes Albania, Bulgaria, the Czech and Slovak Republic, Estonia, Latvia, Lithuania, Romania, and states that were once 

part of Yugoslavia in the definition of "East European countries" for purposes of the SEED Act. 

Source: Bill Summary & Status: 102nd Congress (1991-1992) S. 2532, CRS Summary. (1992). retrieved October 15 2012, from 

The Library of Congress, THOMAS Web Site: http://thomas.loc.gov. 

During the initial years, multiple U.S. Government agencies were implementing programs in the 

region. The enthusiasm and commitment to the transition was widespread throughout the 

government. Unfortunately, some of these programs disappointed for two reasons: 1) they were 

not relevant to transition; or 2) the particular agency had no expertise in overseas assistance. 

Frustration grew, too, at embassy levels, due to the multiplicity of assistance programs.
7
 

 

By the time of the dissolution of the Soviet Union in December 1991, U.S. government agencies 

had two years of experience supporting transformation. Congress began to realize that 

specialized development expertise was necessary as the depth of needs became clearer. 

Recognizing that there was continued U.S. political support for funding, the Bush Administration 

transmitted a draft of the Freedom for Russia and Emerging Eurasian Democracies and Open 

Markets Support Act of 1992 (the FREEDOM Support Act or FSA). By amending the Foreign 

Assistance Act, Congress gave USAID the go-ahead as the major implementer. The law 

duplicated the policy coordination role of the State Department and an Assistance Coordinator 

for the Newly Independent States was named. FSA added the remaining countries of Central and 

Eastern Europe and the 12 countries of the Newly Independent States (NIS) to the development 

program. When Bill Clinton assumed office in 1993, his administration executed assistance 

efforts through creation of the Interagency Working Groups on Central and Eastern Europe and 

Presidential Directives. While peace in the Balkans and focus on Bosnia were important in 

Clintonôs first term, the foreign policy of Clintonôs second term included the integration of 

eastern and western Europe without provoking tensions with Russia.
8
 The unprecedented nature 

of the challenge loomed large because of the numbers of countries and depth of needs. In 1989, 

                                                 
7
 Private interviews with former senior officials, September and October, 2012. As of FY2013, 12 agencies and 

multiple Bureaus of State and USAID receive funding. 
8
 http://www.clintonpresidentialcenter.org/archives/. Retrieved November 29, 2012. 
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there were two countries (Hungary, Poland) to help transition, followed quickly by 

Czechoslovakia. With the breakup of the Soviet Union and later the Republic of Yugoslavia, 

ultimately there were 29 countries to which the U.S. provided assistance.  

USAIDôS OPERATIONAL RESPONSE 

As articulated in USAIDôs strategic objectives, creating open, competitive, market-driven 

economies was critical to addressing the overall social transition concerns in health, 

environmental degradation, and conflict. Market-oriented democracies would replace ñcommand 

and controlò economies of Communist system. The clarity of this objective was a major factor in 

determining USAID programming.  USAID strove to build transparent and accountable public 

and private sector institutions to offer the region a better quality of life. Accountable institutions 

in both the private and the public sectors were expected to govern in a manner that responded to 

needs and the demands of stakeholders.
9
 Over the two decades of U.S. assistance, USAID 

emerged as the major implementing arm of the SEED and FSA acts. 

 

Assistance to the Europe and Eurasia region represented a sea change in USAIDôs organization 

and operations; the Agency ñbroke the moldò of how assistance could be delivered. The 

Agencyôs technical assistance capacity and programming was in the Regional Mission for 

Europe in Washington with representative offices in the countries. The historical ñarmôs lengthò 

relationship between USAID and the State Department became a very different one with the 

Europe Mission under the Coordinatorôs direction regarding priorities and budget allocation.  

 

The evolution of USAIDôs role and its operational response can be divided into distinct time 

periods. Between 1989 and 1992, there was an under-appreciation of the immense complexities 

of the transition process. Initially USAID launched projects of a pilot or demonstration nature, 

but these were fragmented, disconnected, and insufficient to address the enormity of the need. 

Being housed and implemented from a single location did mean that the programs were 

relatively homogeneous and allowed cross-fertilization and ease in incorporating lessons learned.  

 

By 1992, USAID and its partners came to realize that transition would be complex and difficult 

and would require multi-faceted responses. On-the-ground presence was vital. While program 

homogeneity was generally suitable for Eastern Europe, more tailored responses would be 

required for the greater diversity of conditions in the former Soviet Union.. In contrast to the 

centralized operations of the Regional Mission for Europe, the operational approach adopted in 

the NIS was to create local offices with full Mission status. 

 

USAIDôs Foreign Service officers initially lacked specific regional knowledge and language 

skills. In the field, USAID hired skilled Foreign Service nationals so that the Agency could 

bridge the cultural and language gaps of its direct-hire personnel and tailor its ongoing programs 

for the current tasks. USAID added staff with technically advanced specialties in areas such as 

business, banking, capital markets, and investment. When the two operational units, the Europe 

Mission and the NIS Task Force were merged into a single Bureau (now analogous to the Europe 

and Eurasia Bureau), a hybrid approach was adopted and several representative offices in Europe 

were upgraded to full Missions.
10

 

                                                 
9
 USAID internal papers, excerpt on vision and assistance rationale presented to State Coordinators office. 

10
 Private Interviews with former USAID senior officials, October 2012. 
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Voices from the Field  

òUSAID sent technical experts who took time 

to understand our problems and without them 

we could not move as quickly to meeting 

international standards and best practices and 

restart sound lending to the private sector.ó 

Ivan Steriev 

Worked at the Bank Rehabilitation Agency of 

the Republic of Macedonia in 1994-1996 

 

Another operational attribute that helped USAID was spending flexibility in the SEED and FSA 

Acts that was not in the Foreign Assistance Act. As a result, the usual USAID processes of 

country strategies, project design, and evaluation could be leapfrogged and teams could be 

deployed rapidly to the field. The NIS team, which faced a more daunting task, concluded that 

the region could not afford to employ the full programming rigor that the Agency previously 

followed. There was a narrow time window to effect change before either the region collapsed 

altogether or the forces of repression regained a 

political foothold. USAID was proud of its rapid 

response capability, and could deploy highly 

skilled technical teams in as quickly as a few days 

from the identification of a need. Rapid response 

was critical during this period of economic and 

political fragility in order to forge trust with 

potential counterparts and maintain momentum 

toward the transition. USAID was praised both by 

country beneficiaries and U.S. embassies as having 

provided the right skills quickly to tackle transition issues.  

 

USAIDôs lead role in assistance emerged again in post-war former Yugoslavia. With the signing 

of the Dayton Accord in 1996, USAID responded with a huge program to promote economic 

reform and recovery to Bosnia and Herzegovina, a country with a shattered economy and 

political system. It not only needed to transition to a market economy, but to peace from a war-

time economy. These approaches were later taken into consideration when USAID designed 

programs for post-conflict circumstances in Iraq, Sudan, and Afghanistan. 

 

It was taken as self-evident that sustained economic performance benefiting a large majority of 

the people would strengthen democracy, and as well that a political system in which people had a 

meaningful voice would be more conducive to sustained economic performance. Coordinated 

programs linked government, business and labor, and local government decentralization with a 

focus on economic development. USAID programs were also readjusted to take advantage of the 

political sentiment for freer societies and open markets, such as Kosovar independence, the Rose 

revolution in Georgia in 2003, and the Orange revolution in Ukraine in 2004. For several years 

thereafter, democracy and economics programs were relatively balanced in resources and 

intensity, but more recently economic assistance programs have declined, while democracy and 

governance assistance has increased.  

 

Dramatic economic and democratic changes took place throughout the 1990s, after which the 

countries in the region began to consolidate reforms and the rate of change slowed. Plans were 

made to withdraw direct presence in those countries with the greatest progress. Eight CEE 

countries were the first to graduate from USAID assistanceïEstonia, Latvia, Lithuania, Poland, 

Czech Republic, Slovakia, Hungary and Slovenia. However, even after withdrawing USAID 

presence, these countries were still incorporated into development initiatives through innovative 

regional programs which addressed continuing development needs without requiring a brick and 

mortar presence in those relatively advanced countries. The technical leadership and strategy 

focus from the Regional Bureau assisted USAIDôs field missions in initiating programs 
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concentrating on market needs. When 10 E&E countries became candidates to join the EU, 

specific economic assistance programs helped them meet the requirements of the acquis 

communautaire.
11

 Those countries have since joined the EU and an eleventh (Croatia) was 

admitted in 2013.  

 

With the final breakup of Yugoslavia, USAID began comprehensive assistance programs for 

Serbia, Montenegro and Kosovo in 2001. Around the same time, USAID began to plan to close 

Missions for the remaining European countries. Bulgaria, Croatia, and Romania graduated from 

assistance by 2008.  

 

In 2009, USAID separated the five countries in Central Asia from the E&E region and 

reassigned them to the Asia region. This split was in response to changing foreign policy 

objectives. As the transformation objective began to fade, greater regional security concerns 

emerged. How would these countries be positioned once U.S. troops left their southern neighbor, 

Afghanistan ?  Significant economic assistance has begun as part of the ñNew Silk Road 

Initiativeò to orient markets toward the south to increase trade with India, and provide stability to 

Afghanistan and Pakistan. 

 

Accordingly, in 2013, the following countries receive USAID economic assistance, managed 

though country missions with technical leadership and support from the Economic Growth office 

of the E&E Regional Bureau in Washington: Albania, Armenia, Azerbaijan, Bosnia and 

Herzegovina, Georgia, Kosovo, Macedonia, Serbia, Ukraine, Belarus, and Moldova. While 

Montenegro is eligible for assistance and receives services from regional activities, there is no 

bilateral funding for the country. 

                                                 
11

 Acquis communautaire is a French term referring to the cumulative body of European Community treaties, 

regulations and directives passed by the EU institutions. The term is most often used in connection with preparations 

by candidate countries to join the Union. They must adopt, implement and enforce all the acquis to be allowed in, 

which typically involves introducing or changing national laws and setting up or changing the necessary 

administrative and judicial bodies which implement the legislation. 
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Gender Practices in E&E  

The Socialist ideal called for full gender equality in all aspects of life.  In theory there 

were no limits on the roles women could play in the economy and society.  In 

practice, however, there was a clear division of labor within the state-owned 

enterprises.  Production jobs were for men while women handled accounting and 

administrative functions (as well as teaching, nursing, and secretarial functions). 

 

Interestingly, when the economies opened up in the 1990s, this separation actually 

gave women some advantages since many of the growth areas were in financial 

services, sales, marketing, and management, while the inefficient production jobs 

disappeared.  However, it did not take long for men to take a more dominant role in 

many of those areas, pushing women back into secondary roles.  In addition, because 

of limited access to financing and other key prerequisites, women have fallen behind 

men in new business startups. 

 

From the outset, USAID programs emphasized gender balance.  The performance 

indicators show that women were significant participants in banking and financial 

sector programs as well as the small-scale privatization efforts.  More recently, 

because of the relatively slower pace of women-owned business start-ups, USAID 

has expanded its support for women's entrepreneurship and for the development of 

labor skills in advanced technology suitable for 21st century employment. 

II I . CONTEXT FOR ECONOMIC ASSISTANCE  

When the SEED Act 

passed, it was thought by 

some that Central Europe 

could complete the 

transformation in three to 

five years. As history has 

shown, the United States 

and our partners, as well as 

the populations and the 

emerging leaders of the 

post-Communist countries, 

had unrealistic expectations 

about the results and speed 

of transition. The 

magnitude of transition 

tasks was underestimatedï

certainly in terms of time, 

but also in terms of 

resources. The elements of a comprehensive strategy for transition had no precedent. Free-

market advocates believed that if prices were liberalized and if state-owned companies were 

privatized, ógood things would automatically happen.
12

 While we knew that there were long lines 

and a lack of consumer goods, we did not appreciate that so much of the economy created under 

central planning was dilapidated, outmoded, inefficient, and often dysfunctional. 

The reasons for underestimating the length of time transformation would take were: 1) the 

number of tasks to be done and how dependent the success of one task was on the others; 2) 

there was highly inadequate local expertise to understand implementation; 3) the amount that had 

to be accomplished in new democracies with high economic expectations; and 4) a sharp, multi-

year economic decline resulting from the system break-down. In some countries and regions, war 

and conflict also played a big role in delaying reforms, particularly in the Caucuses and Balkans. 

Another reason for U.S. surprise was that according to generally applied social indicators, 

particularly the high level of education and literacy rate,
13

 these were middle-income, developed 

countries. Literacy, we later learned, cannot be equated with economic and institutional 

knowledge. The education systems in the former Communist countries did not equip a large 

portion of the population with the skills and mentality needed for a market-oriented economy. 

According to one retired USAID official, we were ñnaive about how our paradigm was so 

different. Supply and demand understanding was completely absent. Our assumptionïthat once 

the yoke of political tyranny was lifted, markets would prevailïwas incorrect.ò 
14

 

                                                 
12

 Private interviews with former senior officials, October 2012. 
13

 99.67% in 1990 compared to 60 to 80 % in other USAID assisted countries. Source: World Bank 
14

 Private interviews with former senior officials, October and November, 2012. 
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Disintegration of the Economic Space  of the 

former Soviet Bloc  

 Collapse of the integrated payments and inter-

enterprise settlement system. 

 Financial flows and settlements within and 

(especially) across the new borders dried up. 

 Inter-enterprise links under the widely practiced 

informal enterprise networks (managed by the 

tolkachi, or expediters) broke down. 

 Budgetary and investment subsidies were 

eliminated. 

 Large, implicit energy price subsidies to the 

Republics and to the European countries were 

discontinued. 

 Formal and informal trade barriers were erected 

not only among the NIS but also within countries. 

 Integrated power grids collapsed as did much of 

the integrated water systems (especially impacting 

the CARs). 

 Three million ethnic Russians returned to the 

mother country from the other CIS republics, 

finding, and causing, significant resettlement 

problems in an economically depressed Russia. 

 Unrest and civil war broke out in Georgia, 

Armenia, Azerbaijan, the former Yugoslavia, 

Tajikistan, and Moldova. 

By the time assistance began under the FSA, while we did understand more about the 

transforming economies, the countries themselves were further burdened by huge supply 

disruptions, hyperinflation, and in many cases, open conflicts. In addition, conditions in the 

former Soviet countries were magnified many times over. Having functioned under Communism 

for almost twice as long as Central and Eastern Europe, the FSU countries were not nearly as 

enthusiastic about transformation as were many Eastern European countries.  

REQUIREMENTS TO TRAN SITION TO A MARKET E CONOMY  

The collapse of the old economic system was 

an immense shock to all the E&E countries. 

Most of these countries were completely 

unprepared for the challenges they faced, 

resulting in severely disrupted production 

and trade, and more serious multiplier effects 

throughout the economies of the region. The 

prospect of a total economic meltdown was 

terrifying for the new ñdemocraticò 

governments as there were few functioning 

social safety nets in place. Much of the 

productive capacity was obsolete and 

products created under central planning were 

not competitive on the world market.  

Production was based upon what political 

leaders wanted, not market demands. 

Uneconomic, inefficient, polluting, corrupt, 

politicized energy systems were in place. 

Blackouts were common, and businesses 

suffered. In the aftermath of the collapse, the 

freeing of resources was a necessary but 

insufficient condition for creating 

meaningfully sustainable economic growth.  

 

Marxist economic philosophy held that competition was duplicative and wasteful and 

consequently, during the central planning era, only a handful of firms typically would produce a 

particular product for the entire bloc. For example, Belarus produced tractors for the entire 

Soviet Union. There was little product differentiation, and the monopolization kept innovation 

from entering the economic system. Economies were highly integrated. An extensive transport 

infrastructure, operating with large implicit subsidies and without consideration of cost and 

economic rationale, made this possible.
15

 The disintegration of this economic edifice had already 

started as a result of Gorbachevôs 1987 reforms. Inter-enterprise links had begun to break down, 

along with a loss of central control over sub-national authorities.  

 

                                                 
15

 See, for example, Linn, J.F. 2004. Economic (Dis)Integration Matters: The Soviet Collapse Revisited. 

Washington, DC: Brookings Institute 

http://www.brookings.edu/~/media/research/files/papers/2004/10/russia%20linn/200410linn.pdf. 
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Reversing the economic disintegration went beyond macro-economic stabilization, price 

liberalization, and privatization, requiring systemic legal and regulatory reforms and the building 

of market institutions. If our goal was to develop a successful market economy, then we needed 

to incorporate the elements of developed market economies into those countries. A well-

functioning market economy would require:
16

 

 

Predominant private ownership. A key need was to shift the goods, services and factors of 

production from the government into private hands. Privatization was needed for market pricing 

as well as for innovation, both of which are key drivers of efficient allocation of resources and 

economic growth. The objective was to transfer ownership and management to the private sector.  

 

Rule of law and fair competition policy to support commercial activity. Market efficiency is 

facilitated by accountability and transparency achieved through sound commercial law. Laws for 

protection of private property, enforcing contracts, organizing and operating enterprises, and 

licensing of economic activity generally did not exist. Coordinated efforts between parliamentary 

bodies, the executive branches, and civil society to develop commercial law were absent. There 

was no check on monopolistic behavior, and no process under which to restructure bankrupt 

enterprises. No regulation of economic enterprise existed to protect owners, consumers, or 

workers, or meet public policy objectives, and no institutions supervised compliance or enforced 

this body of law.  

 

A system of financial intermediation including an independent central bank and real financial 

institutions. No independent institution implemented monetary policy, and no sound private 

financial sector existed to allocate savings, make payments or provide services. There was no 

financial sector regulatory institution to supervise the structure in which financial institutions 

operated. Use of credit cards or other instruments of retail banking did not exist. Once prices 

were liberalized, inflation needed to be brought under control yet but there were no instruments 

for implementation of monetary and fiscal policy.  

 

Robust level and structure of private investment. Before the transformation, authorities directed 

capital investment and set wages and consumer prices. Capital investment was managed 

bureaucratically, resulting in many projects with political, not economic aims. Private investment 

would be required if the newly privatized enterprises were to be restructured and operated along 

market principles, and if new businesses were going to be started to meet demand. Foreign direct 

investment was needed to bring capital and technology into the regionôs economies. 

 

An effective system of fiscal budgeting and taxation. Under the Communist system, state-owned 

enterprises funded government services. With privatization, governments had no revenue with 

which to provide public services and a social safety net. There were no systems to generate 

government revenue and then allocate it based upon societal need.  

 

Good government. Finally, in a free market economy, we expect that government should be 

reasonably efficient, not excessively corrupt, and held accountable to delivery of public services. 

The political patronage of the Communist Party created a system in which influence prevailed 
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 Marer, internal memorandum, 2012 
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over merit. A civil service to promote rather than hinder business activity was missing. There 

existed no partnership between the public and private sectors to promote economic growth. 

DIFFERENCES AMONG THE COUNTRIES 

 

In all the E&E countries, the State was dominant in all aspects of personal and economic life. 

With a few exceptions, there was no private sector economy. The state was nearly omnipotent: 

responsible for investment and production decisions, for everyoneôs education and choice of 

profession, employment, compensation, the social safety net, what and how much could be 

consumed, and how much everything cost, e.g., healthcare. The transition had to change the 

relationship between the individual and the stateïwhere to redraw the line between the 

responsibilities of private citizens, enterprises and the state.  

 

While there were similarities and common characteristics among all of the countries, there were 

differences from country to country based on history and other special conditions. Communism 

came to the Central European countries after WWII, and there was some institutional memory of 

private market economics. The Soviet Union had experienced 70 years of Communism, so 

almost none of the population had experience with private property rights or private enterprises. 

Gorbachevôs glasnost (openness) and perestroika (reform) policies introduced some 

decentralization of economic decision making, but this backfired because of the absence of 

competition and other key market features. Hungary had undergone partial reforms affording a 

limited, albeit frequently changing, scope for private economic activities. Socialist Yugoslavia 

had some elements of private markets, but was devastated by the years of war. Albaniaôs 

isolationist regime resulted in an extreme low level of development. Conflict in the Caucasus 

held back transformation in those countries. 

 

Five distinguishing features had to be taken into account in addition to economic and population 

size, levels of development, and ethnic, cultural, religious, and linguistic compositions that were 

region- country-, or sub-country-specific:  

 

1. ñMindset.ò The most profound challenge to effective economic transformation was the extent 

to which people had become dependent on the State, rather than taking personal responsibility 

for actions. This mindset was much deeper in the FSU countries, but present throughout. In a 

system used to propaganda, there was a high level of skepticism as new public education 

campaigns were launched with pro-market messages. 

 

2. Recent conflict. The difficulty of transition was compounded in locations that also 

experienced conflict. In nearly all countries that had experienced armed conflict it was necessary 

to deal simultaneously with humanitarian assistance, reconstruction, and transformation. 

Economists have quantified the impact of conflict as being on average about 16 percent of 

GDP,
17

 and as well the conflicts delayed transformation by as much as a decade. For example, 

Serbiaôs economic reform efforts began only after conflicts ended in 2001.  

 

                                                 
17

 Selowsky, M. and R. Martin. 1997. Policy performance and output growth in the transition economies. The 

American Economic Review, 87(2), 349-353. Nashville, TN: American Economic Association. 
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3. Territorial integrity/sovereignty/statehood. Many countries of Central Asia had no previous 

histories as modern states. Many institutions of national government were not developed before 

Soviet times. Others (i.e., republics of the former Yugoslavia, Ukraine) had not developed 

recognized sovereignty, and were lacking the institutions of a workable government. National 

boundaries did not reflect ethnic allegiances and historical facts.  

 

4. The severity of the post-1989 depression. Sub-regions with seemingly acceptable pre-1989 

living standards suddenly became poor owing to the so-called ñtransformation depressionò (20 to 

50 percent declines in GDP).  

 

5. Sense of social cohesion and economic vision. Some governments and their populations had a 

vision of the economic model they wished to adopt, while others did not. Hungary sought to be 

like its neighbor, Austria, while the Baltic countries aspired to achieve the level of social 

programs of neighboring Scandinavia. In Czechoslovakia, the Czech half aspired to be like its 

western neighbors, while Slovakia was slow to reject socialism, one factor in the ñvelvet 

divorce.ò For several countries, the ñcarrotò of joining the EU was so powerful that these 

countries were willing to adopt the norms and institutions of a market economy in order to do so.  

 

Others, e.g., Bulgaria and Moldova, had no coherent popular vision, but were rather bipolar, as 

some of their population wanted to look westward, while others wanted to look eastward toward 

Russia. Albania was so isolated and backward during the Communist period, and had so little 

contact with the West that it was unclear as to what face it wished to put on the market economy. 

While generally all the countries were ñpro-American,ò and welcomed U.S. assistance, absence 

of a uniformly acceptable vision of the future meant that assistance was difficult to absorb, or 

was met with resistance, or progressed more slowly than in those countries where assistance 

directly contributed to a common vision. 

 

It was even more complicated in the countries of the FSU. The conditions of the post-Stalinist 

period meant that Communism was further entrenched; there was more fragmentation of trading, 

supply, and consumer relationships. The ñself-privatizationò trend, started under Gorbachevôs 

opening, was nearly as difficult to reverse as Communism; managers began to control the assets 

of their enterprises without legal ownership. The internal dichotomy between reveling in new 

independence and fear of being on oneôs own without former alliances was an obstacle to 

liberalization and reform. Often, country leadership would declare an intention to liberalize, 

while government officials would not facilitate the practical aspects of opening the economy. 

USAID officials often characterized the search for a particular outcome for a sound market 

economy, such as land privatization, as a battle between those with a view to making markets 

work and those wanting to keep the vestiges of privilege for the Party bureaucracy.  

 

For a variety of reasons Russia presented a unique case. The Cold War history made Russia wary 

of too much western influence. Russiaôs pride in its history; its swings between oppression and 

free will; its intercontinental ballistic missiles; a determination not to appear weak; and absence 

of a coherent vision affected transition. Some Russian reform leaders such as Anatoly Chubais 

and Yegor Gaidar had in mind where the country should head, but without practical experience 

of how a market economy worksand the ability to gain political power.  
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Also, the dominance of its natural resource companies, such as Gazprom, allowed Russia to 

manipulate the economic success of its neighbors. The ability to sell its natural resources in 

world markets provided revenue to the government and its insiders. Russia has emerged as a 

mixed economy comprised of a state sector coexisting with oligarchic enterprises dominated by 

economic elites who benefited from the transformation, alongside an active but less influential 

independent private sector. 
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IV . USAID APPROACHES BY TECHNICAL AREA  

OVERVIEW  

 

The multiple dimensions of USAIDôs programs among technical areas, and across time and 

geography, make description of its entire assistance effort difficult to express simply. The actual 

story and work on-the-ground was more complex. The importance of the timing, sequencing, and 

inter-connectivity between different activity areas is now much better understood than at the 

beginning. For example, without capital markets to trade shares, privatization of enterprises en 

masse cannot meet its goal of creating thousands of new shareholders. Legal and regulatory 

reform of the business climate must accompany direct help to new companies. Enterprises need 

support to access financing, and Central Banks require supervisory infrastructure to encourage 

financial institutions to extend financing prudently.  

 

Nevertheless, for the purposes of this report, we have separated the description of the main 

technical areas of economic assistance. While this section describes each technical area 

independently, we have attempted to point out the technical inter-connections between the 

different programmatic elements whenever possible.  

From 1989 to the early 90s, the major focus of USAIDôs programs was macroeconomic 

stabilization and privatization, implemented through a variety of contracts, agreements with 

voluntary organizations, and funding transfers to other U.S. government agencies. These initial 

projects were rapidly followed by programs aimed at: promoting fiscal, financial and energy 

reform; creating a body of commercial law supporting private sector and private property; and 

building and strengthening private enterprises. Across all these areas, there was emphasis on the 

transfer of skills to build human capacity. These general reform efforts had to be tailored based 

on country conditions.  

Within the comprehensive strategy, each technical area had multiple, smaller activities, short in 

duration (up to 1 year), and narrow in scope which allowed intensive support to overcome 

constraints to market development. As more constraints were encountered, USAID moved 

quickly to provide a response. Often, four or five projects in a technical area would be 

simultaneously working on different aspects of a problem, and when one project would finish, 

another would follow to build upon and consolidate the progress made. In response to the 

lengthy nature of development, projects had to follow one another beyond the usual three to five 

years of a funding stream. This was only possible because of the use of flexible and innovative 

procurement by the E&E Bureau.
18

 

Within each technical area, the geographic sequencing of USAIDôs involvement across the 

region followed the opportunities that opened up in the Northern Tier, Albania, Romania, 

Bulgaria, then in the Baltics, east to Russia, south to the Central Asian Republics, west to West 

                                                 
18

 The most responsive of these procurement tools were a series of indefinite quantity contracts (IQCs) through 

which the Agency had access to hundreds of experts. USAID required that the organizations that participated deploy 

the expertise rapidly, often within days of a request by counterparts or identification of needs by USAID technical 

staff. A sense of urgency was shared by USAID technical staff, contracting staff and implementing partners. 
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NIS (Ukraine, Moldova, Belarus) and in the Caucasus, then on to the remainder of south Central 

Europe and Southeastern Europe which was the former Yugoslavia (See Map). In the sections 

below, we discuss how approaches were adjusted as USAID moved eastward and then south and 

westward into the post-conflict Balkans. 

 

 

USAID Presence in Europe and Eurasia Over Time 

 
 

MACROECONOMICS AND F ISCAL REFORM  

Objectives  

USAIDôs primary objectives were to promote macroeconomic stability and fiscal sustainability. 

The countries needed assistance to construct entirely new fiscal systems for revenue generation 

and budgeting, for maintaining price and currency stability, and for encouraging the growth of a 

market economy based on private sector investment.  

Context 

When the Communist economic system collapsed, several problems immediately arose. Inflation 

soared due to the combination of supply disruptions, price liberalization, and sharp exchange rate 

devaluations. The countries confronted these problems without the institutions, expertise, or tools 
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required to ameliorate those challenges. These challenges required strengthening the key 

government economic institutions and adopting and implementing policies to: 

 

 Continue price liberalization while bringing inflation to single-digit levels  

 Limit unsustainable levels of government expenditures 

 Implement an efficient and fair modern tax code and tax administration  

 Avoid balance of payments problems (i.e., current-account deficits) to reduce the 

accumulation of excessive, unsustainable external debt 

 Keep unemployment at levels that are socially tolerable 

 Restructure the sector and product composition of the economy.  

 

As prices soared, bringing inflation down became the highest priority of each countryôs macro-

stabilization effort. These nascent ñmarketò economies with huge underlying systemic problems, 

unclear political legitimacy, limited financial discipline, and weak economic institutions had to 

adopt and implement a huge number of new, not well-understood policies. To promote 

sustainable economic growth and keep inflation down at single-digit levels over the medium-to-

long term would require the complete structural reform of the economy and the transformation of 

the economic institutions, policies and practices.  

 

The governments also inherited the burden of funding the retirement and social safety-net 

systems built up during the Socialist period. While funding these expenses largely had been the 

responsibility of the state-owned enterprises, once the SOEs were privatized, the burden fell to 

the governments which had to accept the responsibility or face civil unrest. 

 

Over the medium term, the top priorities for assistance were:
19

  

 

(1) Strengthening the competence and know-how of the Central Bank (or monetary authority in a 

few cases)
20

 to establish and implement an appropriate monetary policy framework and 

introduce standard monetary policy instruments including open market operationsïthe 

buying and selling of financial assets.  

 

(2) Building the domestic and international credibility of the Central Bank. This is important 

because it impacts inflation expectations, which is a key determinant of the outcome of wage 

bargaining throughout the economy. In most of the CEEs (including the Baltic States), 

Central Bank independence was established quickly and credibly because it was an aspect of 

IMF conditionality, as well as a membership requirement in the EU.  

 

                                                 
19

 USAID technical assistance programs outside the macro-fiscal areas focusing on building a market-oriented 

banking sector, an effective bank regulatory authority and enterprise and bank privatization also played a key role in 

helping these countries to achieve several of these listed objectives including Central Bank credibility, a well-

functioning banking system and hard budget constraints imposed on SOEs.  
20

 With the breakup of the Soviet Union and Yugoslavia, each new country had to establish a Central Bank. This 

was usually done by transforming the republic level branch of the previous Central Bank into the new Central Bank, 

assuring some level of organization, staff and experience existed at the start. These countries also had to establish 

their own currencies, though several CIS countries continued to use the Russian ruble for many years and 

Montenegro and Kosovo adopted the Euro.  
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(3) Establishing currency convertibility for international transactions as soon as possible to 

ensure meaningful import competition and the establishment of relative prices to guide 

resource allocations.  

 

(4) Adopting prudent fiscal policy is also essential for inflation control. A separate section below 

focuses on the fiscal problems and reform efforts in the region.  

 

(5) Imposing hard budget constraints on firms and financial institutions to reduce budget 

expenditures, change lending practices at banks and prevent further misallocation of 

resources.  

Approaches  

Macroeconomic Stability  

 

In the short term, these countries needed to adopt tight monetary policy until inflation had been 

brought under control.
21

 This was done relatively early and consistently by eight of the ten CEE 

countries, although much less so in Romania, Bulgaria, Russia, and the other FSU countries. 

Poland is an excellent case study showing how strong domestic determination and leadership, 

combined with external support, could implement drastic macro-stabilization. In 1989, Polandôs 

inflation exceeded 600 percent. Something had to be done quickly and decisively. In January 

1990, Poland introduced a painful but effective stabilization program (referred to as ñshock 

therapyò).
22

 It was followed by Czechoslovakia (facing somewhat lower inflation, so its quick 

and successful stabilization was less painful), then, more gradually, by the other CEE countries.  

 

The IMF played a leading role throughout the region in providing both policy advice and balance 

of payments/budget support through their sizeable lending programs to promote macroeconomic 

stability and start the necessary institutional reform and modernization. To help these countries 

tackle their serious economic imbalances, price and trade liberalization were initially the highest 

priorities. The early IMF programs also included measures to control expenditures, set interest 

rates and credit ceilings, impose new tax measures, and establish a two-tier banking system. The 

World Bank, OECD, EU, UNDP, U.S. Treasury and other bilateral donors were involved in 

policy advice and technical assistance. 

                                                 
21

 One immediate task of the stabilization programs was to wipe out the liquidity overhangïthe excess supply of 

money relative to the supply of goods and servicesïinherited from the central planning regime. This was 

accomplished mainly with a sharp jump in the price level, through deep cuts in consumer and producer subsidies, 

accompanied by fiscal and credit restraint. The subsidy cuts, along with some harmonization of indirect tax rates, 

also contributed to an economy-wide realignment in relative prices. 
22

 Polandôs stabilization package was introduced on January 1, 1990. The objective was to reduce Polandôs annual 

inflation approaching 1,000 percent in 1989 to about 1 percent per month by the second half of 1990. The packageôs 

main measures focused on a steep reduction of domestic demand by (1) the drastic reduction of the huge budget 

deficit; (2) severe restrictions on credit creation; (3) a sharp devaluation of the zloty, keeping it fixed for a year so it 

could serve as a nominal anchor; (4) introducing current-account convertibility and import competition; (5) a tax-

based incomes policy, with prohibitive taxes on any increases in the wage bill that exceeded a predetermined 

indexation coefficient linked to the current rate of inflation; and (6) comprehensive price liberalization. 

Interestingly, Polandôs shock therapy was more successful (and more popular) than the austerity measures of 2012; 

it is likely that in retrospect current day economists would not have supported it based upon todayôs experience in 

Europe. 
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Fiscal Reform 
 

For the most part, the wave of hyper-inflation subsided by about 1994-95. Once macroeconomic 

stability was generally achieved, USAID turned its attention to helping modernize the operations 

of the Finance Ministries and Tax Authorities to develop competent and well-trained government 

officials, and to strengthen the tax and budget legal framework. It was well understood that 

reform of both the tax and budget systems would require major structural changesïfrom new 

laws/policies/procedures to the overhaul of key institutions, to the transfer of skills and expertise 

to tax/budget officials, and to the education of both parliaments and citizens. Much of Western 

fiscal policy and practice was based on concepts foreign to the governments and populations of 

the region.  

 

Unlike in most Western economies where a strong finance ministry is the central fiscal authority 

controlling tax and budget policy and implementation, in the Communist countries, the center of 

power was the planning ministry, which determined the size and allocation of resources. Finance 

ministries mainly played an accounting function, keeping the books and recording the transfer of 

resources.  

 

Fiscal reform and the construction of a totally new tax and budget system was thus a critical 

aspect of the transition to a democratic market economy. It was in fiscal reform where these new 

democratic countries had to answer basic questions of what economic and social responsibilities 

should be assumed by the state, how much should the state spend on them, how the revenues 

required to finance them should be collected, and, on the other hand, which responsibilities 

should be left to individuals and the private sector. In sum, what was to be the role of the state in 

the economy and in society? And what was society willing and able to finance through taxes? 

This was a daunting task, not just a matter of adopting new laws and policies, establishing new 

and/or modernizing existing institutions: it required a fundamental change in mindset of both 

politicians and the population.
23

  

 

Within a few years USAID became (and has remained) the leading provider of technical 

assistance in fiscal reform in most of the countries through hands-on technical involvement. 

While the fiscal reform programs varied in size and focus, political commitment, and absorptive 

capacity, they all shared common elements as countries faced similar challenges. As with other 

economic reform areas, USAID fiscal programs took a comprehensive approach, working on:  

 

 Tax policyïdeveloping modern Western-style tax codes (covering income, 

corporate/profit, value added, and excise taxes) based on transparency, simplicity, 

efficiency and equity 

 Tax administrationïincluding taxpayer registration, modernizing collection procedures 

and enforcement, audit and taxpayer services 

                                                 
23

 Even in the CEE, where the leaders and populations generally understood the distinction between the private and 

public sector, there was, not surprisingly, reluctance to give up much of the cradle-to-grave government support 

(albeit at minimum levels); citizens wanted the government to immediately provide large West European social 

welfare programs without, however, the resources to support them.  
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 Budget formulation and executionïincluding introducing budget processes and Treasury 

operations, macroeconomic and revenue forecasting, and expenditure accounting 

 Intergovernmental fiscal relationsïincluding sharing of revenue and spending authorities 

between the central and local governments 

 Pension reformïreforming existing pay-as-you-go systems and promoting a mix of public 

and private systems. 

 

There were early successes in helping countries to gain parliamentary support for new tax codes. 

However, even when new taxes were adopted, there were few tools and practices in place to 

collect the revenues. In the short term, deficit reduction critical to macroeconomic stability had 

to rely more on controlling expenditures. In this regard, USAID programs focused on helping the 

Ministries of Finance increase their capacity to limit spending (as opposed to supporting the 

medium-term work to reform budget formulation and execution). In particular, USAID 

continued the work that the IMF had initially undertaken to set up and strengthen a Treasury 

function (which had not previously existed) in the Ministries of Finance. The establishment of 

Treasury accounts through which all budget transactions must pass was essential to enabling the 

government to implement tight spending controls, minimize extra-budgetary transactions and 

thereby help control the budget deficits.
24

 This also required a key reformïthe introduction of a 

new budget classification system based on the IMFôs Government Financial Systems, which 

USAID programs helped to operationalize.  

 

An important feature of USAID fiscal reform programs was the extensive use of long-term 

technical advisors (supplemented by short-term experts) resident in counterpart institutions 

(generally Ministries of Finance/Tax Authorities). They became an integral part of the local 

team, often serving many years in countries of the region, thereby gaining credibility. USAID 

programs also made a point of working across all levels of counterpart organizations. This 

approach helped deal with the frequent change in the top officials, assuring that departures did 

not undermine the program. Additionally, it built commitment and continuity from the officials 

charged with implementation and enforcement of the new policies. In some cases, detailed 

Memoranda of Understanding with the counterparts were effectively used to promote buy-in and 

focus on reforms required.  

 

One of the most important tasks that USAID took on was to strengthen and modernize the 

Ministries of Finance and Tax Administration Departments. These institutions were weak and 

were unprepared to take on a myriad of totally new roles. There was limited capability to carry 

out the most basic fiscal functions of tax policy formulation, as well as the economic forecasting 

and analysis on which good fiscal policy rests. The most highly educated officials had only 

rudimentary understanding of the concepts of modern tax and budget policy and execution. 

Training had to begin essentially from scratch and much of it had to be done on-the-job. 

Furthermore, there were essentially no data collection systems (outside of Russia where all the 

information had been centralized). New data collection systems were urgently needed. 

                                                 
24

 In the previous centrally planned system, it was the banking sector which in large part was responsible for 

recording and accounting for financial flows.  
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In the late 1990s USAIDôs programs shifted focus toward promoting deeper structural reforms of 

the fiscal systems, working in areas that not been considered high priorities in the early years. 

For example, many countries had adopted relatively good tax codes that were viewed positively 

by the private sector and foreign investors. However, compliance was a significant problem and 

revenue collection remained low as few resources had been devoted to building a corporate tax 

administration system which was required for effective revenue collection. This was a huge 

multi-year task which required not only organizational/procedural reforms and appropriate 

automation and computerization to support these reforms, but also extensive training of 

thousands of staff. Taxpayer registries had to be established, useable tax forms developed, 

taxpayer service units had to be formed and audit policies and procedures instituted. Much of 

USAIDôs assistance was done in conjunction with World Bank programs that were funding 

computerized systems.  

 

On the budget side, programs moved from a focus on 

spending control to the medium- and longer-term goals 

of effective budget formulation and execution. USAID 

also began to focus on helping to put in place key 

analytical functions/units within the Ministry of 

Finance, such as a Macroeconomic and Forecasting 

Office, which provided the economic context in which 

annual budgets were formulated. Strengthening the 

budgetary process involved working not just with the 

Executive Branch/Ministry of Finance, but with 

Parliaments which now had an active legal role to play. 

As spending decisions in the previous system were 

determined by a relatively small ñinner circle,ò this was 

another area where expertise was lacking. Education 

efforts were needed before intensive training could 

begin. USAID designed programs to help both the 

parliaments and the ministries of finance conduct 

meaningful budget analysis, a key to setting priorities 

and the formulation of budgets. This was achieved 

through a fiscal analysis unit in the parliaments.  

 

As the architecture of budget formulation and execution took hold, USAID began assisting in 

promoting the longer-term goal of establishing results-oriented budgeting systems. The goal was 

to change the focus of budget decisions from meeting spending targets to achieving results, in 

principle allowing governments to deliver better services to citizens.  

 

Another major emphasis in all fiscal programs was promoting fiscal transparency, including the 

openness of tax and budget processes, audits of public sector spending and anti-corruption 

measures. Activities worked to improve government procurement laws, ensure less arbitrary 

enforcement of tax laws, promote adoption of ethics codes of civil servants, and strengthen 

parliamentary oversight.  

 

 

Successes in Promoting 

Macroeconomic Stability and the 

Foundations for Modern Fiscal 

System  

Kazakhstan, with the help of USAID 

technical assistance, was the first country 

in the NIS in 1995 to adopt a 

comprehensive Tax Code, which then 

served as a model for other NIS countries 

(such as Kyrgyzstan in 1996). One of its 

most important features was to provide a 

positive tax environment for foreign 

investment without providing any special 

incentives. Kazakhstan also implemented a 

Treasury system that allowed the Ministry 

of Finance to consolidate, control and 

account for all government revenues and 

expenditures in a single account. Moldova 

established the Center for Budgetary and 

Financial Analysis in 1996. It was the first 

country to establish an independent 

capability to support the Parliament.  
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Pension System Reform 

 

Within the Communist systems, the funding of pension and retirement benefits was largely the 

responsibility of the individual state-owned enterprises. However, as the state-owned enterprises 

collapsed and/or were privatized, governments generally took on the responsibility for pension 

and retirement benefits. This placed a huge financial burden on governments, but the risk of 

social unrest meant that governments could not simply repudiate those responsibilities. 

 

Most systems were in crisis and technically bankrupt due to aging populations, low retirement 

ages, high nominal contribution rates but low compliance. The financial burden of the ñsocialistò 

safety net was crowding out needed investments in infrastructure and education as well as 

burdening businesses with high contribution charges.  

 

Improving the ñsafety netò became a high priority, and USAID fiscal programs started to devote 

resources to pension reform. The primary model for pension system reform was Chile which had 

faced (and solved) a similar crisis in the 1980ôs. To stabilize the burden of immediate outlays, 

governments were encouraged to raise retirement ages and reduce benefits. At the same time, 

longer term stability was strengthened by encouraging the introduction of mandatory and 

voluntary private pension funds. 

 

In Eastern Europe, USAID became one of the primary providers of technical assistance to 

support pension reform, working in some aspect of the reform process in twelve of the fifteen 

countries. This ranged from analysis of systems and advice on parametric changes to improve 

efficiency in Bosnia, Montenegro and Serbia to helping establish pension regulatory institutions 

in Bulgaria, Hungary and Macedonia. To governments in those countries, at first, comprehensive 

pension reform was controversial and politically fraught since it could be seen as breaking 

promises. USAIDôs technical assistance programs supported public education and awareness 

campaigns in several countries, for example Bulgaria and Croatia, and were instrumental in 

helping win political support for pension reform. In addition, USAID programs helped develop 

collection and information tracking systems to promote confidence in the system with an added 

benefit of improved customer service.  

 

In Kazakhstan, Ukraine and Armenia, USAID provided critical support to the governments 

helping them put in place the overall strategy for reform, providing economic models, and 

helping to draft legislation and regulations. Kazakhstan was an early success story in establishing 

a multi-pillar pension system.  

Successes, Disappointments, and Remaining Work 

Successes. USAID made a major contribution to the short-term goal of promoting 

macroeconomic stability, especially deficit reduction, as part of IMF programs. Programs also 

helped establish infrastructure for a fiscal system that promoted private sector led growth. 

USAIDôs comprehensive technical assistance helped to strengthen ministries of finance with 

increasingly competent staffs to: (1) enforce tax policies and increase revenue collection; (2) 

perform budget formulation and execution; and, (3) in so doing, promote a foundation for fiscal 

discipline underpinning sustainable economic growth. These programs worked because USAID 

recognized the need for long-term resident advisors in fiscal reform and because they were 
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designed and implemented in collaboration with the U.S. Department of the Treasury, other 

donors and IFIs, particularly the IMF and World Bank.  

 

Disappointments. In many cases, the longer-term goal of designing and establishing fiscal 

systemsïboth budget and taxïdid not mesh well with short-term expediency of promoting 

macroeconomic stabilization. E&E governments experienced early successes with the help of 

IFIs, including USAID, in adopting new tax codes were out of sync with capacity to collect 

taxes. This set back the cause of tax reform as poor compliance and ineffective administration 

discredited new laws. A better sequencing of policy and administrative reforms would have 

avoided this situation. Despite a large amount of resources devoted to tax administration, it still 

remains non-transparent, inefficient, and subject to politicization and corruption in many 

countries within the E&E region. On the budget side, the realization was that it may take years to 

implement program budgeting; it requires a generational change in mindset, including rigorous 

evaluation capabilities to assess government programs and design more effective ones. Social 

safety nets are still largely dependent on government assistance and historical levels of cash flow 

for retirees are anticipated to be strained for decades or longer. Pension reform is constrained by 

political will and extremely sensitive given workersô and pensionersô belief in past promises. It 

continues to face challenges due to policies that do not promote the growth of private savings for 

retirement.  

 

Remaining Work. Many of the countries remaining in USAIDôs 2013 portfolio do not have 

accountable fiscal authorities. Taxation and spending are undoubtedly the most politicized areas 

in E&E countries, requiring fortuitous alignment of public and private interest. Additional 

technical assistance is required to promote budgeting, tax simplification, technology and 

computerization to monitor tax compliance and spending, and improve understanding of fiscal 

systems. This will help reduce corruption in tax administration and government spending. On the 

pension front, assistance would accelerate public awareness of benefits of pension reform for 

sustainable old-age and disability retirement. This will encourage continued social stability and 

public sector fiscal soundness, both keys for long-term economic growth.  

PRIVATIZATION  

Objectives 

USAID supported privatization as essential to open, competitive markets, believing that the key 

to living in a democracy was valuing private, not state, ownership. In each of the 29 countries 

that received economic assistance, support to some form of privatization sought to reach the goal 

of having more than 50% of the economy under private ownership. Speed and the creation of a 

shareholder class, even if the process was imperfect, were viewed as necessary to achieve private 

ownership.
25

 

Context 

Centrally planned economies were dominated by heavy industries with unusually high energy- 

and material-intense modes of production (in contrast to the U.S. in which the service industry 

                                                 
25

 Jesse, D. et al. 2003. Strategic Objectives. Washington, DC: USAID Office of Market Transition.  
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and small businesses dominate). Under Communism, these state-owned enterprises (SOEs) were 

viable largely due to policy-driven, non-market factors. Much of the production was geared to 

serve the economic and political interests of the state. Successful transition to a market-oriented 

economy meant having to discard an enormous amount of unsuitable production and capacity, 

and led to large declines in output and massive, painful losses of jobs and incomes. The nascent 

private sector could not pick up the slack quickly enough to avoid a depression era-like 

collapse.
26

  

 

As the economies opened up, the budgetary implication of keeping these now non-viable SOEs 

operational, even at low levels, was enormous. Hard budget constraints on the enterprise sector 

were required to lay the foundations for macroeconomic stability and the implementation of 

market-oriented fiscal and monetary policies. This meant giving priority to removing the state 

from ownership of both financial and non-financial enterprises. Consensus among reformers was 

to sell or give private owners shares in large and large-medium industrial SOEs, storefronts, 

warehouses, housing and land as the first critical step toward a market economy. It was believed 

that privatization needed to be accomplished as soon as possible to grant economic freedom and 

prevent any turning back to communism.  

 

Much of the design of privatization was in the minds of the Eastern European reformers before 

USAID and our Western partner aid agencies began to engage with them.
27

 Enterprise 

privatization activities were divided into five basic programs: mass privatization (MPP), case-by-

case (large enterprises involving direct investment, including banks), strategic (involving the 

major infrastructure parastatals in the telecommunications, energy, transportation sectors), small 

scale (with the objective of privatizing distribution channels), and land privatization (described 

in the section on agriculture and land below). In some countries, USAID assisted with all types 

of privatization, in others, its efforts were more limited. 

 

MPP was the process through which shares of companies were auctioned to the general 

population either directly or through exchange of vouchers for shares. Companies did not go 

through a preparation process similar to a market-based merger in an investment banking world; 

they were sold ñas is.ò MPP came to be viewed as the best way to quickly remove the state from 

both the management and the financial problems of thousands of companies, which weighed on 

the budget while giving citizens the ñbenefitsò of ownership.  

 

Case-by-case and strategic privatization, in contrast, required greater preparation of each 

enterprise sold. These enterprises were given a market valuation and usually the sale was 

conducted through negotiations. Government structures were put in place to identify the owner 

                                                 
26

 As we say earlier, at the start of the transition, this reality was not well understood among some U.S. policy 

makers who believed that these countries were not ñunderdevelopedò but ñmis-developed,ò so all that was required 

was to privatize, promote private investment and get the government out of the way. A few years into the process, it 

was recognized that transition required more fundamental changes in institutions, policies and behavior and well-

functioning government institutions which played their appropriate roles in a market economy.  
27

 Leadership in Poland was a team led by Leszek Balcerowicz, Poland's leading economist, Minister of Finance and 

Deputy Premier. In Czechoslovakia, Vaclav Klaus, also an economist, Minister of Finance and second President of 

the Republic led the design of voucher privatization. In Russia, having gained consensus between both Parliament 

and Yeltsin's Coalition Government, Anatoly Chubais and others seized the opportunity to set out the programmatic 

design for a mass privatization program. 
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of the enterprises as well as the sellerï in some countries they were one and the same (e.g., state 

property agencies); in others, the enterprises were owned by a national trust and sold by the 

Ministry of Privatization. Small scale privatization was conducted through auctioned sales 

directly to individuals, usually for cash. Unlike mass privatization or case-by-case, small scale 

objects were usually ñownedò by the local governments and not by a national state property 

agency or line ministries. 

Approaches 

Northern Tier, Bulgaria, Romania and Russia 

The first projects in USAIDôs economic assistance portfolio were MPP. In most cases, USAIDôs 

efforts were to fund implementation of the process, not the design. This included steps to 

inventory the ñcompaniesò to be privatized, transfer them into corporate entities, register 

potential buyers (usually the entire adult population), and support state and local privatization 

agencies in organizing the sale/auction. USAID assistance supported the building of an 

institutional network (staffed domestically) of over 700 privatization centers key to the 

registering of buyers, exchanging of vouchers, and sales. USAID project teams handled 

corporatization (changing the company from part of its line ministry into a joint stock company 

or similar corporate entity which could actually be sold) and preparation of lists of companies for 

sale. 

 

A few countries that received USAID assistance, such as Hungary, did not undertake mass 

privatization but instead wanted strategic investors. In Hungary and Czechoslovakia, USAID 

provided support for privatization with interested foreign acquirers. USAID funded teams of 

International Executive Service Corps volunteers and investment bankers to work with state 

property agencies to prepare large enterprises for sale and negotiate those with individual foreign 

buyers. Preparation included identifying companies the government had decided to sell, 

valuation, negotiation of starting price, and managing the information disclosure process.  

 

In most cases, USAID used contractors as implementation partners for both the mass 

privatization as well as the case-by-case and strategic programs. They had little influence on the 

decision as to which companies were to be offered for sale, and USAID was often in the situation 

in which it had to prevail on the State Property Agencies for transparency in allocating which 

companies were to be sold. The greater participation USAID and its partners had at the policy 

level in determining the approaches to privatization, the greater chance there was for 

transparency. In this way, tactics to divert enterprises to political insiders (one such was the 

creation of holding companies) could be foiled and real privatization could take effect. 

Central Asia 

The goal of privatization of small scale assets at the municipal and local levels was to put 

bakeries, shops, and small manufacturing enterprises into private hands. The small scale projects 

in Central Asia, especially Kazakhstan, serve as the best examples of USAIDôs approach. The 

nature of the former Soviet centrally planned system was vertical integration of enterprises from 

production through to the retail level. While mass privatization or case-by-case privatization 

targeted conversion of the means of production into private hands, the retail distribution system 

was largely ignored by MPP. In order to allow private distribution channels to develop in Central 
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Asia, and to a similar extent in Moldova, retail shops, warehouses, and other distribution system 

elements  (this included trucks) were sold to private owners. Small enterprises were privatized by 

auction, often resulting in acquisition of the enterprise by existing managers or employees of the 

companies who had the expertise to operate the business.
28

  

 

USAIDôs approach was to use the services of its implementing partners in various components of 

the process;
29

 in particular for enterprises that needed to be segmented between MPP and small 

scale (size was determined by the number of employees). The contractor was responsible for 

posting those objects to be sold, advertising, scheduling, registering bidders, negotiating the 

auction starting price, monitoring the auction, and overseeing closing documents. 

Successes and Disappointments 

Successes. Having implemented mass privatization early, most countries of the region reached 

predominantly private sector ownership early in the transition. MPP resulted in 1,000 enterprises 

sold in Bulgaria, 5,000 in Romania, 7,000 in Czechoslovakia, 8,500 in Poland, and 20,000 in 

Russia. The fact that thousands of enterprises moved out of government control to private 

owners with proper legal titles is a huge accomplishment. Without USAID-supported 

privatization, the "self-privatizing" trend might have continued, and the informal economy would 

have expanded.  

 

The political objectives of privatization would not have been achieved if vouchers had not been 

available and if buyers had had to use cash. Yet, privatization met only one condition of the 

transition to a market economy. To establish a market economy, it was necessary to 

systematically assist sectors in areas such as business environment and commercial law, 

enterprise development, financial sector development, land and property rights, and workforce 

development (including public education). 

 

Small scale privatization and urban land privatization were easier to implement than MPP. In 

retrospect, though, one error made in the first round of the small scale program, was USAIDôs 

support for local government mandates that business premises continue in their former lines of 

business, especially if they produced staple foods. The reasoning was this: if bakeries were not 

ordered to continue to bake and sell bread, then all the shops would turn to the more profitable 

sales of vodka and chocolate, creating the same shortages of critical food staples as before. The 

rate of business failure post-privatization, accordingly, was quite high. In contrast, once this 

requirement was lifted, new businesses took off on the premises of former state-owned 

businesses, evidence that while the assets of the small scale companies may have been of value, 

as ñgoing concerns,ò the businesses were of little or no value. 

 

By the late 1990s, the impact of new business growth was more apparent in the physical change 

in commercial centers and business districts than in official statistics. Because of the lag between 

small scale privatization and liberalization of the economy post-collapse, many new businesses 

sprung up without any premises. They occupied kiosks on sidewalks; it was not unusual to see 

rows of empty shop windows with ñshacksò conducting a bustling business five feet in front. 

                                                 
28

 Interviews with USAID implementing partners, November 2012. 
29

 Internal memo, 1992. 
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Over time, those shacks became more elaborate kiosks with better signage and more permanent 

structures. With the support of the small scale auction program, and USAIDôs emphasis on urban 

land privatization to allow for occupation of those abandoned shops, after a few years, kiosks 

came down and businesses could occupy real commercial premises. 

 

Local bureaucracies often were obstacles to privatization if proper incentives were not put into 

place. In Ukraine, a USAID program promoting urban land privatization had success by ensuring 

the municipality received part of the proceeds when land was sold. Municipalities then used 

those funds to provide infrastructure and services to citizens, providing an incentive for 

privatizing potential commercial real estate. Some parcels were sold and some were leased using 

long-term leases, but both succeeded in transferring the land into private hands. Strategic 

privatization was the most difficult as there was greater resistance among the government 

bureaucracy for selling the countryôs ñcrown jewels,ò like the energy or telecommunications 

companies. Moreover, these massive enterprises required more significant restructuring 

commensurate with their size and obsolescence. 

 

Surprises and Disappointments. Upon privatization of state-owned assets, the problem emerged 

about what to do with the non-productive assets of large enterprisesïseaside resorts, clinics, 

sporting clubs, and kindergartens. Social asset divestiture had to be part of the assistance 

provided. USAID staff and its implementers realized that entire social structures were built 

around SOEs, and that no other social safety nets were in place.  

 

Privatization has a mixed history in the transition economies. Privatization programs in Russia 

and other former Soviet countries are criticized for the fact that ñoligarchsò and other well-placed 

insiders gained control of vast wealth while excluding the general population. It may be correct 

to say that internationally-supported privatization initiatives gave some legitimacy to this corrupt 

wealth-grabbing. On the other hand, much ñspontaneous privatizationò was well underway 

before the international community arrived. USAID and other international advisors were aware 

of these issues. Tension between rapid privatization and good corporate governance developed. 

Since the insiders still dominated the government and power structures, it is unlikely that 

outsiders like USAID and others could have substantially altered the outcome.
 30

  

 

People were not well informed or sold their vouchers cheaply and company management 

acquired many shares. In hindsight, one misstep was that the value of the privatization vouchers 

were not indexed to inflation. As hyperinflation exploded, the vouchers denominated in rubles 

lost much of their value. Although the program promised to distribute enterprises to the general 

public, popular support turned to disillusionment over results. Without adequate capital markets 

and shareholder protection, many shareholders benefited little and insiders acquired control over 

assets.  

 

                                                 
30

 In 1995, the Russian government adopted a loans-for-share scheme whereby some of the strategic state industrial 

assets, including in the oil and gas and metal sectors were leased through auctions for money lent by commercial 

banks to the government. While supporting early privatization efforts as a way of achieving political stability, 

USAID explicitly stayed away from the loans-for-shares program. In 1996, the New York Times stated, ña few 

Kremlin-favored banks lent the Government money last year in return for a chance to buy shares in some of the 

state's most valuable assets at dirt-cheap prices.ò  
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Though the euphoria of a market economy created overnight was overblown, it is hard to 

imagine a better alternative to meet the critical need to move quickly before instability set in. 

 

FINANCIAL SECTOR AND CAPITAL M ARKET DEVELOPMENT  

 

A private-sector, market based economy cannot function without a strong, stable financial sector. 

Stable commercial banks provide businesses and individuals a safe and secure place to deposit 

savings, and the banks use those deposits to lend back to businesses and individuals to fund 

capital investments and stimulate growth. The network of commercial banks needs a capable, 

independent, Central Bank to provide supervisory oversight, to ensure that banks are not 

undertaking undue levels of risk, and to provide liquidity to the banks when emergencies arise. 

The Central Bank also carries out monetary policy on behalf of the government to manage 

interest rates and ensure a stable currency and exchange rates.  

 

Although each of the countries had a ñCentral Bankò and other institutions called ñbanksò, their 

purposes and functions were quite different from what is needed to support a viable private 

sector market economy. The institutions, procedures, processes and regulations had nothing to do 

with ensuring sound, prudential banking practices in a market economy. They were designed to 

control, not supervise, the activities of state-owned banks.  

Objectives 

Since the elements of a viable financial sector were largely absent from the E&E countries at the 

start of the transition, a successful transition required nothing short of the total creation of a 

financial sector from the ground up. The financial sector objectives for USAID, primarily in 

partnership with the Department of the Treasury and the IFIs were: 

 

 Train and equip the Central Banks to monitor and supervise a network of private 

commercial banks. 

 Train and equip the Central Banks to carry out monetary policy 

 Introduce a legal and regulatory framework conducive to private sector market activity, 

particularly commercial lending to businesses and individuals and a safe and secure 

system for business and individual savings and deposits. 

 Stabilize the existing state-owned banks, provide support for their eventual privatization, 

and open the market to the entry of new private-sector banks. 

 Introduce into the commercial banks the knowledge and culture of lending, particularly 

commercial lending in support of SME growth. 

 

USAID also encouraged capital market development, initially as a means of supporting mass 

privatization and the belief that the establishment of a shareholder society would accelerate the 

transition. On a longer-term basis it was hoped that non-bank capital market institutions (stock 

exchanges, insurance companies, pension funds, etc.) would broaden and deepen the financial 

sectors, providing more sophisticated forms of finance and investment as the economies matured. 
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Enterprise Funds  

A parallel U.S. Government program to enhance the financial sector was the funding of 10 

Western-style investment funds known as the Enterprise Funds to fill a void by providing 

investment capital to the region to promote the private sector. USAID provided aggregate grant 

funding of approximately $1.2 billion USD to these 10 Enterprise Funds which collectively 

covered 19 countries. While USAID provided oversight, by statute in line withCongressional 

intent, the Funds operated independently and were managed by an independent board of directors 

whose members were selected from the private sector. An excerpt from an E&E Bureau Lessons 

Learned paper can be found in Appendix 13, and the complete paper is included on the 

accompanying CD and/or memory stick.  

 

Context 

 

At the beginning of the transition, the financial sector in the former Communist countries was 

not designed or equipped to perform most of the roles required in a market economy. They 

handled payments functions and directed credit to state-owned enterprises to meet company 

production targets set by governmentsô five-year economic plans. Individualsô use of banks was 

limited generally to small savings accounts and some payment services. The state-owned banks 

were run by party functionaries and staffed not with 

bankers, but with bookkeepers, who understood neither 

credit and financial analysis nor risk. Loans to SOEs were 

not expected to be repaid, but continually renewedïthus 

there was no ñcredit culture.ò  

 

Capital market institutions for the most part did not exist, 

although some of the countries did issue a type of savings 

bonds. There were no functioning stock exchanges or 

supporting infrastructure.
31

 While most countries wanted 

a ñstock market,ò there was little understanding of how capital markets functioned or what was 

required to make them work. The legal/regulatory framework in place did not contemplate nor 

was it appropriate to promote a modern, well-functioning, market-oriented financial sector with 

new products or services.  

 

The shock of transition caused rapid economic downturn as many of the SOEs ï once the jewels 

of the system ïrequired heavy subsidies to be viable and were illiquid without them. This, 

coupled with a sharp rise in inflation, meant that banks were immediately saddled with non-

performing loans and were essentially insolvent. Household savings which had not been indexed 

to inflation were wiped out. Moreover, in many countries, with little or no government oversight 

nor meaningful laws in place to govern a private financial system, small private banks received 

licenses for the asking, took depositor funds and lent to themselves, and facilitated capital flight 

and money-laundering. A wave of investment schemes (most of which were fraudulent 
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 Both Hungary and Yugoslavia had a stock exchange prior to 1989 but few companies were listed, daily trading 

volumes were low; and they were primarily vehicles to trade government securities.  

USAID and the international community 

recognized that financial sector reform 

and development would be critical to 

the transition to a market economy and 

democracy. Robust financial 

intermediation would be essential to 

ensure that privatized companies and 

nascent firms would have the funding 

and working capital to survive and 

thrive. 
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pyramids) promised huge returns but mostly produced only losses
32

. What confidence in the 

banking system there was evaporated as the countriesô payments systems stopped functioning 

and currency reserves dwindled in the wake of the fiscal and monetary collapse.  

 

In sum, these countries began their transition to a free market economy with no private financial 

sector, a completely dysfunctional banking system and legal/regulatory framework, no capital 

markets institutions, and no financial sector personnel trained in market practices. Instead of 

promoting economic development 

through intermediation, the 

banking sector acted as a drag on 

growth, while requiring budgetary 

resources to keep liquid. By 1993, 

as banking crises were rampant, 

and liquidity had dried up, the 

budgetary costs of keeping banks 

and SOEs operating were huge. 

From this point on, financial 

sector reform began to gain higher 

priority in USAIDôs strategy, 

budget and programs.  

The Banking Sector 

Approaches 

It is important to note that USAID 

made a critical decision to focus 

on rehabilitating and strengthening 

the core banking sector rather than 

constructing alternative 

mechanisms to deliver credit to 

emerging small businesses. 

Considering the depth of the 

dysfunction, USAID might have 

chosen the more expedient 

alternative. However, the decision was made to build a modern financial sector that would mirror 

those in other western market economies ï a decision which in retrospect seems to have been the 

correct one.
33
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 One of the last, and biggest, took place in Albania in 1996-97 and popular anger over the huge, widespread losses 

brought about violent upheaval and overthrow of the government.  
33

 There were a few exceptions ï most noteworthy being in two post-conflict areas and with the Enterprise Fund 

program. In Bosnia, USAID set up an on-lending program in which the banks took no risk (see box). In Kosovo, 

USAID worked with local authorities to establish a de novo bank. The Polish-American Enterprise Fund early on set 

up successful on-lending windows in banks to promote SME lending. In the second decade, several Enterprise 

Funds established banks, including mortgage banks, as well as leasing companies. Successful USAID microfinance 

programs mainly through NGOs were put in place in many of the CEE/FSU countries, but these were viewed as 

poverty reduction programs primarily for rural areas. 

The Importance of Building Well -Functioning  

Bank Supervision Authorities  

Competent Central Banks and other regulatory authorities, that have 

legitimacy with the public, are a sine qua non not only for sustainable 

economic growth but also for sound, dynamic banking sectors. From 

1994 on, USAID played an instrumental role in the establishment and 

strengthening of strong credible Bank Supervision Authorities, 

primarily at Central Banks in 23 CEE/FSU countries. Through 

extensive and intensive hands-on technical assistance over multiple 

years, using experienced U.S. bank regulatory experts as long-term 

resident and intermittent advisors, USAID took the lead among 

donors in helping to put in place all elements necessary to supervise a 

market-oriented private banking system ð the legal regulatory 

framework, licensing, on-site supervision, off-site reporting analysis, 

problem bank resolution, enforcement authorities, and a professional 

bank supervision staff that could implement the new laws/regulations, 

policies and procedures. USAID established a reputation for 

excellence among Central Banks and was recognized by both the IMF 

and the World Bank for our work.  

This arduous work ð the wholesale reform and modernization of 

Central Bank regulatory departments, creation of a new culture, and 

building a professional staff ð has paid huge dividends. First, it was key 

to building confidence in the new banking systems. Second, the 

presence of a good bank supervision framework was an important 

factor in the rapid entry of EU banks into the region, particularly the 

CEE. And currently, during the recent financial crisis, even the most 

vulnerable CEE/FSU banking sectors have remained stable and resilient 

(to the surprise of many outsiders). The IMF and others have 

contributed to strong bank supervision capability at the Central Banks 

of the region. 
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The initial focus on the banking sector in virtually every country for the first several years 

emphasized three key aspects of structural reform: 1) legal/regulatory reform and building a 

strong bank supervision capability focusing on safety and soundness, implementation of 

prudential standards and adopting international standards; 2) bank privatization/rehabilitation; 

and 3) intensive training of commercial bankers and establishment of sustainable bank training 

institutes.  

 

The second stage of assistance activities began at different times depending on individual 

countryôs progress in putting in place the fundamental financial sector architecture and the 

legal/regulatory framework, as well as the development of the private business sector. This more 

or less coincided with the second decade; USAIDôs financial sector assistance programs 

broadened to focus more on expanding the size and sophistication of the financial markets, 

promoting new banking and capital market products and services (e.g., mortgage finance, 

corporate bonds), and increasing access to finance for SMEs and households. Many financial 

sector programs added new elements such as establishing credit bureaus and modernizing the 

legal framework for mortgage finance.  

 

USAID recognized that success in deepening the financial sector also required major 

improvements to both the business environment and corporate practices. Thus, many financial 

sector programs in the second phase were done in conjunction with other ongoing USAID 

activities: 1) to reform and modernize the commercial law framework, strengthen contract 

enforcement, establish collateral registries, and ingrain land reform/titling; and 2) to help the 

nascent private sector improve its ability to demonstrate creditworthiness through better financial 

reporting and accounting practices.  

 

Progress in these areas was especially important to banking sector expansion because banks had 

little incentive to expand lending to SMEs which were viewed with justification as risky 

borrowers with poor financial statements and limited credit history or collateral. In addition, the 

introduction of normal prudential bank supervision standards made banks even more cautious. 

Tapping the capital markets through bonds or equity also was not a realistic source of funding. 

Generally local businesses resisted efforts to disclose information, open up to outside ownership, 

and/or adopt needed corporate governance practices.  

 

Another important aspect of USAIDôs work in the banking sector in the second decade was done 

under the newly established (1999) Development Credit Authority (DCA). DCA began to be 

effectively used in the region to promote lending to underserved sectors, e.g., SMEs and 

agricultural entities. By that time, in most E&E countries, there were a number of financially 

sound, well run, liquid private banks which could qualify to work with DCA (thanks in part to 

USAIDôs bank reform programs). DCAôs model works by sharing risk with private financial 

sector institutions, providing partial guarantees (generally 50 percent of principal). This risk-

sharing feature provides a huge benefit that credit lines do not, namely allowing banks to get into 

new and riskier lines of business. For most EBRD and World Bank credit lines, the total risk is 

on the banks. Additional data on DCA in the region can be found in Appendix 12. 
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By 2009, when the financial crisis hit, only a few countries in the E&E region had stand-alone 

financial sector programs and these emphasized access to finance with little or no focus on safety 

and soundness. The E&E region was severely impacted, and those countries which had been the 

most successful in integrating into the international financial system, e.g., Ukraine and others in 

Southeast Europe, were hit particularly hard. Through the Partners for Financial Stability (PFS), 

program, an ongoing regional financial sector development initiative, USAID was able to 

immediately respond to requests from E&E central banks, regulatory authorities, and 

governments to help them address serious financial sector vulnerabilities and maintain public 

confidence.
34

 This has included work in conducting crisis management assessments and advising 

regulatory officials on how to prevent or mitigate a financial crisis, strengthening deposit 

insurance, dealing with growing non-performing loans, adopting international standards and best 

practices for financial sector development, improving cross-border cooperation, and promoting 

access to finance. 

PHASE I ï Fundamental Reform  

 

Initial banking sector assistance focused on providing commercial banker training and placing 

advisors in state-owned banks as part of an effort to help restructure and reorient their business 

strategy towards the private sector. Advisors were also sent to Central Banks to train regulatory 

officials. This training was valuable, but could not be utilized effectively by the institutions still 

operating under outdated legal and regulatory frameworks and the socialist mentality. Also, it 

was difficult for the state-owned banks to change their practices given their dire financial 

condition and lack of liquidity. In addition, many banks were held captive by state-owned 

industrial sectors, and instead of financing new private firms, such banks lent primarily to their 

affiliated companies, leading to continued misallocation of resources.  

 

By 1993, it became evident that the magnitude of banking sector problems was dragging down 

economic growth and constraining recovery. A new approach was needed. USAID significantly 

increased funding for banking sector reform programs. Working hand-in-hand with the IMF and 

World Bank, 
35

 USAID took a holistic approach to providing technical assistance, expertise, and 

know-how that allowed the borrowing countries to implement the needed policy reforms and 

meet many of the banking reform conditions. Comprehensive interlinked programs were 

designed to help these countries simultaneously restructure and privatize their banking systems, 

while putting in place the fundamental architecture of a modern market-oriented banking system. 

The latter led to a significant focus by USAID programs to help establish a strong credible bank 

regulatory authority, be it part of the Central Bank or an independent agency.  

                                                 
34

 PFS was first established in 1998 in the wake of the Asia/Russian financial crisis to consolidate financial sector 

gains made in the graduating countries using innovative approaches and cost sharing. The current PFS is demand 

driven working with SEE and Eurasian countries to address common financial sector challenges impacting the 

region. A hallmark of the program is using mentors from the more advanced northern tier countries that have more 

recent experience in financial sector reform. 
35

 In somewhat simplistic terms, USAID provided the technical assistance, expertise and know-how that allowed the 

borrowing countries to implement the policy reforms and meet many of the banking reform conditions. While both 

the IMF and World Bank provide what they call ñtechnical assistance,ò it is very different from a USAID technical 

assistance program. For the former, it is intermittent and very short-term. For the World Bank, a technical assistance 

activity generally means one advisor to a senior government official and countries must borrow to fund such 

advisors. 
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Voices from the Field  

òThe program has left a lasting influence on institutional development and 

capacity at GINB/NBP. é effects were long-term as the beneficiaries of the 

USAID assistance ð Polish bank supervisors - took full ownership of the jointly 

developed tools, methodologies, manuals and continued their developments. 

The products were not put on the shelf but were further improved, adopted to 

ever changing legal and economic circumstances and assimilated by the new 

generations of the examiners. No surprise that this heritage of 90-ties finds 

todayõs expression in the upcoming fourth edition of the On-site examination 

manual (first edition was issued during USAID program in 1996) ð a guidance 

for bank examiners and good source of information on supervisory expectation 

also for the banks while Uniform Bank Performance Report issued for the first 

time in 1998 is still in use by supervisors and banks. These robust projects are 

also shared with other supervisors under TIBS and now TIFS. ó 

 Piotr Bednarski 

 Senior regulatory advisor at PWC Poland, former director in the General 

Inspectorate of Banking Supervision of the National Bank of Poland, and 

director of Inspection Department in Polish Financial Supervisory Authority 

 

USAID also spent considerable resources, particularly in CEE/SEE countries, to promote bank 

restructuring, rehabilitation and privatization programs (in other countries, the U.S. Treasury 

technical assistance program took the lead) generally in conjunction with the World Bank 

programs, to establish bank privatization and rehabilitation agencies. While much good technical 

work was done, bank privatization was ultimately still a political issue and encountered 

resistance. Governments 

depended on the state-

owned banks to keep 

troubled SOEs afloat and 

maintain employment in 

the early days of 

political transition. 

There were also difficult 

fiscal issues to resolve 

concerning who would 

assume risk and 

potential losses on 

existing loan portfolios.  

 

Developing professional 

financial sector 

practitioners was also a 

priority. Over the first decade USAID established 16 commercial banking training institutes 

whose goal was the rapid transfer of a wide range of credit and risk-management skills and 

financial know-how needed by the newly developing financial sector profession. The reality was 

that the curriculum had to be adjusted to the 

basics of market economics, finance and 

banking principles. The underlying goal was 

to promote self-sustaining centers that 

benefited the commercial banking sector and 

could easily be transitioned to local partners.  

 

Given that the banking sector in every E&E 

country was dysfunctional and suffered from 

similar problems, USAID intended to take a similar approach to banking sector reform across the 

board. However, relatively quickly, the banking sector programs became more differentiated due 

to varying absorptive capacity, political will/reform champions, severity of banking crises, and 

post-conflict issues. Geography played a role especially for countries with a prospect for earlier 

EU accession. USAID tailored banking programs to country circumstances and particularly, in 

post-conflict situations, put in place innovative programs to deal with some unusual 

circumstances.  

Bankersõ Training Institutes developed with the 

assistance of USAID continue to provide thought 

leadership and professional development in countries 

such as Poland and Ukraine. Polandõs Training 

Institute with the backing of their Government now 

provides support and technical assistance to lesser 

developed E&E countries.  
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Northern Tier, Central and Eastern Europe 

As a general rule, the countries in the Northern Tier
36

 were able to move much more quickly in 

putting in place many of the fundamental reforms compared to the countries in the FSU. Poland 

is an excellent example of a country that, despite its severe economic problems at the start of the 

transition, was politically committed to structural reform of its financial sector, had champions at 

the Central Bank and elsewhere in the government, and demonstrated a high absorptive capacity. 

After Poland put in place a strong shock therapy/economic liberalization program, the National 

Bank of Poland became the star pupil in terms of its strong support for adopting a strong bank 

regulatory program as a prerequisite for modernizing the banking system. USAID (with support 

from the World Bank) responded by putting in place its first comprehensive bank supervision 

technical assistance and training program which focused on the introduction of on-site 

supervision, off-site reporting and analysis (which required bank accounting reform), problem 

bank supervision, licensing, legal/regulatory reform, and extensive on-the-job training 

supplemented by classroom instruction and study tours.  

 

This comprehensive approach became the model for almost every other banking supervision 

program in the region. By 1998, Polandôs bank supervision program was so well respected by 

other countries that they were swamped with requests from their peer regulatory institutions to 

receive study tours. This led to the establishment of the Training Institute for Bank Supervision 

(now the Training Institute for Financial Supervision (TIFS) which USAID supported both 

financially and technically in its startup years.
37

  

 

In other countries, political will to undertake structural economic reform lagged, particularly in 

the Baltics, Albania, Bulgaria and Romania. There were few early champions, so USAID started 

with very modest banking sector programs. In several countries, e.g., Latvia (1995) and Bulgaria 

(1997), it took severe banking crises for the governments and central banks to begin to seriously 

consider fundamental reform.  

 

Likewise, the collapse of the pyramid scheme in Albania in 1998 (in which 50 percent of the 

population lost their savings) led the way to a political commitment to reform of the banking 

sector and a focus on strengthening bank supervision. In all three cases, USAID responded 

quickly and flexibly with inter-related technical assistance programs to help the new reformers 

put in place strong laws, modernize the bank regulatory operations, and adopt Western 

supervision principles and practices. 
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 It should be noted that several countries in Central and Eastern Europe showed less or little interest in receiving 

support from the IMF, World Bank and USAID particularly regarding bank supervision and privatization. This 

group included the Czech Republic, Estonia and Slovenia. All of these countries had successful, though not totally 

smooth, transitions and all were early new members of the EU in 2004. USAID ended the small bilateral assistance 

programs in the period 1996-1998. Nonetheless, it is interesting to note that Slovenia is currently suffering economic 

problems in part due to the interrelated issues of state-owned banks, poor asset quality and weak bank supervision. 
37

 TIFS remains a highly respected training institution in the region and in the EU. It continues to conduct numerous 

training programs on current financial market supervision topicsïbanking, capital markets, pension funds and 

insurance, not just for CEE and FSU countries but the entire EU. Its goal is to promote best practices and solutions 

in financial supervision and to promote cooperation and effective communication.  
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Southeastern Europe/Former Yugoslavia 

The former Yugoslavia also was a special case due to the war and violence that accompanied its 

breakup. In all the former Republics, the once functioning state/socially owned banking system 

was in terrible shape and needed complete restructuring and reform. As the fighting ebbed, a 

large portion of USAIDôs resources were devoted to banking sector reform as a key element of 

economic recovery. USAID designed the programs to resemble what had been successfully 

pioneered in Poland, emphasizing the importance of bank supervision and legal/regulatory 

reform to restore confidence and repair the broken banking system.  

 

Following the Dayton Peace Accord, USAID quickly set up an innovative $278 million lending 

program in Bosnia to jumpstart the war-ravaged economy and create jobs for returning refugees 

and demobilized soldiers as the capital and assets of the banking system had essentially been 

wiped out. This was part of a much larger banking reform program to establish and quickly train 

new bank regulatory authorities in each entity, adopt new banking laws and prudential 

regulations, and privatize the banks. (Treasury provided coordinated technical assistance for the 

latter.)  

 

As almost everywhere else, privatization proved to be difficult. USAID, in collaboration with the 

IMF and World Bank, also took on the challenging task of completely overhauling the Bosnian 

payment system, which was not only an instrument of government control and economic 

management, but one that had been completely corrupted and politicized during the war. USAID 

devoted significant leadership, technical assistance and resources to 1) eliminating the powerful 

and non-transparent Payments Bureaus, and 2) setting up a real-time gross settlement payment 

Bosnia Business Development Program (BDP): A Model Integrated Lending, Business Development 

and Banking Sector Modernization Program.  

The $278 million BDP was the U.S. Governmentõs flagship economic reconstruction and recovery program in Bosnia 

following the signing of the Dayton Peace Accord. It provided urgently needed quick disbursing balance of payments 

support that would be used to provide credit to the productive sector. Its primary short-term objective was to jump 

start the economy and create jobs for the general population, including refugees and demobilized soldiers. The BDP 

was always more than a lending program. From the start, it was designed to help create a vibrant private enterprise 

sector and a modern banking system. In this context, the BDP had several important features:  

 USAID put in place three tightly related and well-funded technical assistance activities from the beginning which 

were critical factors in helping BDP successfully meet its objectives: (1) Enterprise Advisory assisting potential and 

successful borrowers; (2) Commercial Bank Training to strengthen and modernize Bosnian banks; and (3) 

Strengthening Bank Supervision to provide the incentives for market-based sound lending practices and work 

with banks to meet capital adequacy requirements.  

 The BDP was market driven; the main criteria for making a loan was the creditworthiness of the borrower and 

the loan purpose/expected increases in employment.  

 To have maximum employment impact; initially loans were not focused on SMEs (different than most other 

USAID lending program) and could also be made to state-owned enterprises. Within two years, when the 

business environment improved, an orientation toward SMEs was put in place.  

 Given that the entire Bosnian banking sector was fragile, under-capitalized, illiquid and lacking credit skills, an On-

Lending Management Unit (OMU), initially staffed by experienced US commercial bankers, made all loan decisions 

and took all the risks on non-payment.  

 However, the OMU relied on loan applications submitted by the local Bosnian banks, as they were the ones with 

knowledge of the local business sector. Licensed Bosnian commercial banks which met certain criteria qualified to 

become agent banks and receive fees for monitoring and collecting the loans.  

 The BDP evolved over time, eventually providing credit lines to local banks once they had the financial strength 

and skills to undertake sound lending and at the end of the program, selling loan portfolios to these banks.  
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system at the Central Bank which allowed commercial banks to provide payments services 

directly to customers. Without this reform, Bosniaôs economic recovery based on a functioning 

banking system would have been much more difficult.  

 

In Serbia, once transformation began, it proceeded quite quickly. USAID (and the IMF/World 

Bank) became involved only after the fall of Milosevic in late 2000. The new reformist Serbian 

government had carefully studied the lessons learned during the first 10 years of transition and 

acted aggressively, with significant USAID assistance, to restructure their insolvent and illiquid 

banking sector in record time. In February 2001, in order to prevent a complete collapse of the 

Serbian banking system, USAID, at the request of the IMF, sent a team of 12 seasoned U.S. 

supervision experts, all of whom had years of experience working in the E&E region, to conduct 

financial and regulatory diagnostic reviews of 26 Serbian banks which accounted for more than 

70 percent of banking system assets.  

 

The detailed banking data provided gave the new regime the facts to act quickly. Within four 

months, six banks were placed in the Central Bankôs Problem Bank Unit, seven banks had their 

licenses revoked, and four small banks were deemed insolvent. In January 2002, the Central 

Bank then closed the four biggest and most powerful state-owned banks. The record time frame 

in which the Central Bank acted opened the way for the quick entry of private, primarily EU 

banks into the system, and rapid restoration of confidence, which led to a huge growth of 

deposits and a renewal of credit to the economy.  

Former Soviet Union  

Progress in the structural reform of the FSU banking sectors ï building strong independent bank 

supervision authorities and privatizing/restructuring ï went much more slowly than in the CEE 

and required more patience. In general, there was less interest at the Central Banks in setting up 

the necessary infrastructure for market-oriented banking supervision. This might have been 

related to the dominance and political clout of state-owned banks, generally more government 

direction of the economy and less interest in transparency. In addition, under USAID-funded 

bank supervision programs at the Central Banks, the advisors were kept more at armôs length and 

not actively involved in issues facing the supervisors or Central Bank. This was a drastic 

difference from the experiences USAID advisors enjoyed in other countries.  

 

Ukraine is the country that has received perhaps the longest continuous USAID banking sector 

support. USAID began a series of comprehensive bank supervision programs beginning in 1995 

modeled in large part on the Poland program, i.e., legal/regulatory reform, on- and off-site 

supervision, accounting reform, regulatory reports, and working with problem banks. The 

National Bank of Ukraine (NBU) over time adopted policies and practices based on international 

standards to provide incentives for reform and restructuring of the banking sector. USAIDôs 

technical assistance programs built strong capacity and expertise within the bank supervision 

department at the NBU, which still remains in place today. Yet, these positive changes within the 

NBU did not have the same impact on modernizing the banking sector as did similar programs in 

CEE/SEE. This reflects in large part the lack of political will to take on vested interests and 

promote an open competitive financial system.  
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Voices from the Field  

òWithout USAIDõs assistance, the Agency would not have 

been able to quickly restore public confidence in the banking 

system of the country. On this basis, with the assistance of 

USAID and other donors, the Agency was established as a 

non-profit, independent, financial institution at the state level, 

with full authority under the Law of the State. We can say that 

without the assistance of USAID, the question is whether the 

deposit insurance scheme would come to life at all nor would 

the Agency be what it is today - an equal participant of the 

financial safety network of Bosnia and Herzegovina with its 

independence completely preserved.ó 

Sanja Stankoviļ - Trubajiļ 

International Relations Assistant 

 Deposit Insurance Agency of Bosnia and Herzegovina/Banja 

Luka 

On behalf of Mr. Josip Nevjestic 

Phase II ï Consolidating Gains and Deepening the Financial Sector 

The second decade for most countries in the E&E region was a time of growing optimism, 

expansion and improving financial and economic metrics. Many countries were finally 

surpassing their pre-1989 GDP levels. Although the broad trends were positive, the transition 

was incomplete. Market-oriented corporate behavior lagged and competition remained limited. 

The basic commercial law framework for a market economy was in place, but implementation 

and enforcement was weak and uneven. The number of SMEs was increasing but their ability to 

expand remained a challenge. While the basic infrastructure was in place in most countries and 

lending was expanding rapidly, financial sectors remained small and unsophisticated.  

During the second decade, there were significant changes to USAIDôs country focus, which 

impacted financial sector development programs. For example, USAID introduced the Partners 

for Financial Stability (PFS) program, an innovative regional financial sector initiative, in 1998, 

as the Northern Tier countries began to graduate from USAID bilateral assistance. PFS was 

designed to fill the gaps in the institutional development of the financial sector, consolidate gains 

achieved, and build upon progress made by USAID in developing strong relationships with 

partner organizations during the previous years. Technical assistance provided was demand-

driven and required cost-sharing. The program is still operating today, but the focus has shifted 

over time from the graduate countries to countries in SEE and Eurasia.  

By 2001-2002, most CEE and a number 

of FSU countries had enacted an 

adequate legal/regulatory banking 

framework and had put in place the 

fundamentals of good bank supervision 

based on international standards and 

practices. Over the first 10 years, the 

banking system in CEE had been 

transformed. Most of the countries had 

encouraged the acquisition of its local 

banks by larger European multi-

nationals, and by the mid-2000s EU 

banks accounted for over 80 percent of 

the banking system. This gave a huge 

boost to confidence, and deposit growth 

increased sharply. Credit to the private 

sector was growing at double digit annual rates in many countries, albeit remaining small as a 

percentage of GDP compared to more advanced economies. The banking sector was starting to 

generate substantial profits and create jobs. (In fact, for many of the EU banks in the region, 

profits made in CEE comprised a huge portion of their total worldwide profits.) This was very 

positive news on the macro level; however, the vast majority of SMEs, and agricultural and rural 

enterprises still found it to be very difficult to access credit, underscoring the need for USAID to 

seek ways in which to improve financial intermediation.  

 

USAIDôs response was to give greater emphasis to other aspects of financial sector 

infrastructureïcollateral registries, accounting reform, foreclosure policies and procedures, credit 
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bureaus, land reform and titling, mortgage finance, financial literacy, and consumer protection. 

Also, it became clear that many SMEs did not know how to prepare good financial statements, 

and business plans needed to demonstrate their creditworthiness. As such, assistance was needed 

in this arena as well. Much of the work, particularly regarding collateral issues, foreclosure, and 

land reform, was done under USAIDôs enterprise development or business enabling environment 

activities.  

 

While many banking programs in the first decade included money laundering prevention (e.g., 

know your customer rules, and reporting of cash transfers over a certain threshold), training on 

counterterrorist financing was absent. The latter was incorporated in subsequent technical 

assistance and training programs, particularly after the September 11, 2001 attacks and the 

growing awareness of global terrorism. For example, bank supervisors were trained in how to 

inspect banksô policies and procedures, and document evidence for use in court cases.  

 

 

However, as banking sectors became 

more sophisticated and began to offer 

more complex products and services, 

bank regulatory authorities needed to 

upgrade their capacity to manage new 

risks. While, in general, resources for 

bank supervision fell, USAID 

responded favorably to Central Bank 

requests for technical assistance to help 

them keep up with changes in the 

banking system and meet the new 

international standards adopted in the 

wake of the Asian/Russian financial 

crisis in 1998.  

 

By mid-2000ôs, there was widespread 

sense that financial sector problems in 

the region were largely solved, and for that matter the region as a whole was well on its way 

toward global integration and parity. Rates of GDP growth ranged from 3%-4% at the low end 

(Balkans and Moldova) up to 20% (Azerbaijan and other oil-rich countries). USAIDôs support 

for economic growth diminished substantially, and most of all in the financial sector programs. 

But in 2008, starting with the financial crisis and recession in the U.S., followed by deeper and 

more prolonged European crises, countries of the E&E region suddenly encountered 

unanticipated vulnerabilities.  

 

With 80% of banking assets controlled by European multi-national banks, as the parent banks 

experienced their own liquidity problems, capital and liquidity for the Eastern European 

branches suddenly dried up. In addition, these banks had employed lending programs that 

offered Euro-based loans at substantially lower interest rates than local currency loans. As local 

currencies collapsed, borrowers who earned their incomes in local currency suddenly found that 

they needed to earn substantially more to convert to Euros and repay the loans. Many could not 

Anti -Money Laundering in Azerbaijan  

After the September 11, 2001 attacks, U.S. and EU banking 

officials developed new and more rigorous guidelines to 

restrict money laundering and the finance of terrorism. As 

those procedures came into effect, Azerbaijanõs banks found 

themselves on the òblack list,ó not so much because of 

overt actions but because the new procedures had not been 

incorporated into standard banking practices. The Central 

Bank of Azerbaijan (CBA) contacted the U.S. Embassy and 

USAID asking for technical assistance to improve the 

situation.  USAID responded with a series of technical 

assistance and training interventions to improve the local 

legislation on Anti-Money Laundering and Counter 

Terrorist Financing, establish Financial Monitoring Service 

(financial intelligence unit) under the CBA, and to develop 

both institutional and human capacity of the new entity to 

implement AML/CFT activities in the country. Over the 

course of several years, the relationship between USAID 

and CBA has grown and strengthened to the point where 

USAID now assists and advises the CBA on a wide range of 

management and operational issues. 
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handle the repayment burdens, and a wave of defaults hit the region. Ironically, some of the 

countries that were considered the ñsuccess storiesò were the hardest hit (Hungary, Slovenia, and 

Ukraine) because they were more integrated into the European financial market. Albania, 

Kosovo, Bosnia, and Moldova, by contrast, suffered from declining regional markets, but did not 

face the same financial-sector impacts because they were less integrated into the European 

financial markets. 

Capital Markets 

Stock Exchanges 

As noted previously, one of USAIDôs first engagement with the regionôs capital markets was as 

support to the mass privatization initiatives. With the expectation that thousands of companies 

would be issuing and listing shares, and millions of individuals would become shareholders 

through various voucher and auction processes, USAID (along with the international financial 

institutions) embarked on initiatives to build market mechanisms that could handle the 

anticipated transaction volume. USAID played an exceptionally important role as the primary 

player supporting the development of capital markets (across the donor and international 

financial institutions). The United States was generally viewed in the transition countries as the 

world leader in capital markets, with by far the broadest, deepest, and most innovative markets. 

U.S. assistance was welcomed and its advice heeded. Assistance was almost always based on 

U.S. models, which at the time seemed the most successful in bringing capital to where it was 

most needed, and in creating a shareholder society. However, many people in countries just 

coming out of Communism often had initial difficulties in understanding how for-profit, 

privately owned, self-regulating firms were to function.  

 

There were tens of thousands of enterprises to be privatized, and virtually no functioning capital 

market infrastructure. The early cases of mass privatization programs, particularly in Russia, 

clearly demonstrated that capital markets development had to accompany MPP in order to be 

successful and for citizens to benefit from it. Because of this, supporting voucher privatization 

became the main driver of USAID capital markets assistance and led to its becoming a major 

program area in many countries.  

 

The required capital market institutions needed depended somewhat on the exact details of the 

MPP program. General, however, exchanges and supporting institutions had to be capable of 

dealing with a large number of companies and shareholders. Share depositories and registries 

were required to record and maintain ownership; trading, clearing and settlements systems were 

needed to permit selling and buying shares; regulatory legislation and agencies had to be set up 

to promote transparency and a level playing field and protect against fraud. If shares were to be 

held in mutual-fund type investment funds, these had to be set up and regulated to permit 

shareholders to pool their risk and attempt to exercise some degree of corporate governance.  

 

A challenge was that most companies in mass privatization programs could not meet minimum 

disclosure or accounting requirements of normal stock exchanges, so this had to be 

accommodated though separate exchanges or floors within markets aimed at such companies.  
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USAID also funded companion activities such as developing the Russian Securities and 

Exchange Commission.
38

 

 

The early vision was to quickly create capital markets infrastructure that could support these 

unprecedented complex mass privatization programs but also eventually become the foundation 

for vibrant, sustainable capital markets. Most of the transition countries tried one form or another 

of mass privatization, some more successful than others, giving a great impetus to capital 

markets development in the region. USAID support was dominated by technical assistance from 

U.S. capital market experts, but the need to set up new institutions and trading platforms also 

required significant commodities, e.g., computers and software, as well as training. Romania (see 

box below) is the best example of a comprehensive capital markets program carried out in direct 

support of mass privatization. Other large programs included Russia, Ukraine, Latvia, and parts 

of Central Asia. In other countries, more targeted assistance to institutions was provided, such as 

new share registries or a securities commission. In other cases, such as Poland, separate over-the-

counter markets to accommodate companies that could not qualify for the main exchangewere 

established with USAID assistance. 

By the end of the first decade, most mass privatization programs had been completed, and basic 

capital markets institutions had been set up. Capital market development assistance became more 

focused on the introduction of new products, such as mortgage offerings, investment products for 

pensions, and local currency debt issuances. In Ukraine/Moldova, for example, assistance was 

provided in corporate bond issuance, including mortgage bonds. There also was continued 
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 USAIDôs Capital Markets program in Russia met a significant setback when two employees of its grantee, 

Harvard Institute for International Development, were accused of fraud. The US government ultimately settled the 

matter and recovered a large amount of its funding.   Readers who wish more information on the case of the U.S. 

versus Harvard, Hay and Schlifer may research articles by David Warsh, Boston Globe financial writer, and others. 

The Romania RASDAQ: Model Capital Markets Project?  

In 1995, when Romania decided to implement a major MPP, it requested assistance and support from the 

international donors and the IFIs; USAID agreed to take on the capital markets component. This required 

creating a completely new legal regulatory framework for capital markets and a set of new institutions. The 

Bucharest Stock Exchange had recently reopened but was not in a position to deal with the huge number of 

volume of listings and transactions. The Securities Commission was also new and weak. Under the leadership of 

a U.S. SEC official on loan to USAID, and with strong support from the U.S. Embassy and Romanian reformers, a 

privately owned and managed Romanian over the counter market was designed including, a share registry, 

depository, trading system, broker/dealer network and strengthened regulation. The system was closely 

modeled on the U.S. NASDAQ and was celebrated by the USAID Administrator in a ceremony at NASDAQ 

Headquarters in Washington in 1996. 

The MPP was successful, with over 5,000 companies transferred to about 17 million shareholders. This 

immediately made the RASDAQ one of the largest exchanges in Europe and seemingly a flagship capital markets 

project where USAID had been able to quickly mobilize technical resources to both contribute to the success of 

a major MPP and greatly jumpstart overall capital markets development in Romania. It was considered by many 

to be USAIDõs most successful capital markets activity. Over time, however, some questions were raised 

regarding USAIDõs substantial investment. Funding for all aspects of the capital market was very costly and 

therefore difficult to replicate elsewhere. After an initial burst of transactions volume, many of the privatized 

firms were not viable and did not trade. Trading volume diminished and did not appear large enough to sustain 

the exchange.  

Eventually, in 2005, the RASDAQ merged with the Bucharest Stock Exchange and remains as a section of the 

BSE. The initial exchange designed for MPP did not prove to be a fully sustainable institution but still played a 

key role in Romaniaõs privatization and reform program. 
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assistance to the regulatory authorities to strengthen rules relating to transparency and corporate 

governance. The current challenge for many markets is sustainability as the financial crisis has 

significantly decreased trading volumes. To help address this challenge, USAID is working to 

help build an integrated capital market in Southeastern Europe. The proposed ñsingleò market, 

involving stock exchanges in Albania, Bosnia, Croatia, Macedonia, Montenegro, Serbia, and 

Slovenia, would allow investors to buy and sell stocks or bonds of blue chip companies from 

each country through a single, seamless trading and settlement platform.  

 

While the newly created capital markets fulfilled their role in facilitating mass privatization, 

most were not successful in promoting capital formation and other roles of capital markets in 

advanced economies. These functions developed much more slowly and unevenly. The majority 

of the countries of the E&E region have completed the privatization process and their 

privatization ministries or state property agencies have been disbanded since the mid-2000s. The 

enterprises, if any, which remain to be privatized, are the larger strategic enterprises such as the 

oil and gas companies. 

 

Many individual markets have faced challenges with low levels of trading, revenue, and a 

declining number of eligible listed firms. Local markets face competition to list blue chip 

companies from larger exchanges such as Warsaw, Vienna and London. Although some were 

tenuous, the establishment of the basic capital markets infrastructure not only permitted mass 

privatization to take place but paved the way for the regionalization of the capital markets.  

Other Capital Market Initiatives 

As noted previously, the State-Owned Enterprises in the Communist system were largely 

responsible for the healthcare and retirement programs of employees. However, as many of these 

enterprises became insolvent and were privatized or liquidated, the means of funding these 

programs evaporated. Governments felt obligated to maintain these promises or face the 

possibility of open revolt by the population. Consequently they were forced to develop new ways 

of covering the obligation without bankrupting the country.  

 

As the banking sector strengthened and incomes rose, USAID began to look at ways to nurture 

the pension and insurance industries. In advanced economies, these are the largest sources of 

funding for the private sector. Moreover, at the insistence of the IFIs, most countries in the 

region were undertaking significant pension reform to reduce structural fiscal deficits and to 

promote macroeconomic stability. The World Bank, in particular, encouraged  countries to 

reform their pay-as-you-go pension systems and introduce a multi-pillar pension system which 

relied on private pension funds. USAID supplied much of the technical assistance needed as part 

of World Bank programs in numerous E&E countries.  

 

Political support to make self-directed and private pension funds a key element of the social 

safety net required confidence that these funds were safe investments and well managed. 

Furthermore, there was concern about whether these new pension funds, with long-term pay-out 

horizons, could find sufficient products in which to invest. Thus from the financial sector 

development perspective, a well-functioning private multi-pillar pension system required both 1) 

a new regulatory authority to ensure that pension funds fulfilled their fiduciary duty and 
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protected the citizensô
39

 retirement savings, and 2) high quality products, particularly longer-term 

products for pension funds to invest in. USAID began a series of technical assistance activities to 

support a strong pension regulatory framework and supervision capacity as well as promoting 

more diversified and longer-term financial instruments (such as corporate bonds and mortgage 

products) which did not (and still do not to any great extent) exist.  

 

The insurance sector in the region began to develop with casualty insurance and with the 

adoption of mandatory car insurance. Within the universal banking model adopted in most 

countries, banks and bank holding companies were setting up their own insurance firms leading 

to growing risks in the financial sector. As concerns grew about both adequate capital and 

management practices at the insurance companies as well as evidence of abusive practices, 

numerous governments in the region requested USAID help to promote: 1) better risk 

management at the insurance companies, including an actuarial profession which heretofore had 

not existed, and 2) a stronger regulatory system and supervisor to protect both consumers and the 

overall financial sector. As incomes grew in the region, USAID also supported the growth of life, 

health and unemployment insurance products, recognizing that these would be useful as well to 

promote lending to SMEs and households.  

 

Another initiative that was an outgrowth of financial sector activity was Accounting Reform. 

Within the Communist System there was meticulous accounting of expenditure ï but mainly for 

the purpose of minimizing theft and fraud. There was little understanding of, or need for, 

financial statements common to companies in private-sector markets. First as part of the efforts 

to privatize banks and companies, and later as a way of determining credit-worthiness of 

potential borrowers, a major effort was undertaken to change the way accounting was done in 

these countries.  

 

The adoption of International Accounting Standards (IAS now IFRS) started in the banking 

sector as the bank regulatory framework required banks to report their capital, liquidity, and risks 

on their balance sheets, things impossible to do under the socialist accounting principles. An 

added incentive for the governments was the desire to privatize through attracting foreign 

investment. This required transparent financial statements. Moving towards IAS was not easy 

and required a cultural change and a new understanding of how to evaluate a firmsô financial 

position. The banking sectorôs adoption served as an impetus for spreading accounting reform to 

the rest of the private sector.  
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 In Kosovo, pension reform by necessity was one of the first reforms put in place as there was no operating 

pension system under the control of Kosovars (pensions were held in Belgrade.) Because this was totally out of 

sequence for financial market development, i.e., there were no domestic investment products available at this stage, 

it was required by law that all pension proceeds be invested outside of Kosovo in highly rated government paper, 

such as U.S. and German government securities. That meant that the Kosovar savings were financing rich countries, 

not normally something the USG would promote. This is why USAID has worked hard to promote the development 

of a wide variety of investment products in E&E. 
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Successes, Disappointments, and Remaining Work 

The complete transformation of the financial sector landscape across the E&E region was a 

significant achievement of the international community. By 2002, most of the 29 countries had 

functioning private banking sectors that were 

increasingly expanding lending to the private sector. 

The public had confidence in the banking sector and 

deposits were growing. A thoroughly reformed 

legal/regulatory framework appropriate for a private 

banking sector was in place. Effective bank 

supervision authorities had been established, which 

were enforcing prudential regulations based on 

international standards. The institutional building blocks of a capital market had been createdï

stock exchanges, securities and exchange commissions, clearance and settlement functions. New 

financial products and services were developing. A growing well-trained cadre of financial 

sector professionals existed. By any measure, the transition to a market-oriented financial sector 

in the region was a huge success, but it was not pre-ordained. And while the recent global 

financial and Eurozone crisis uncovered vulnerabilities in the regionôs financial sectors, in 

general, they have remained resilientïanother testament to success.
40

 

 

Successes. The E&E countriesô success in building financial sectors, which fueled private-sector 

led growth, was a major achievement. USAID contributed enormously to accelerating the 

development of market-oriented financial sectors in Europe and Eurasia. It became a key partner 

to these countries as they developed sound private financial sectors based on U.S. commercial 

and regulatory principles and practices. Factors underpinning success included: an ability to 

respond to counterpart requests for assistance in a timely manner; program flexibility and 

responsiveness; high-quality technical assistance with deep expertise; adequate long-term 

funding leading to strong partnerships with counterparts; and substantial coordination with other 

donors and IFIs.  

 

Banking. Through the establishment of commercial banker training institutions, USAID worked 

with the banking industry to deepen capacity to lend and to understand and manage risk. It 

helped develop credit bureaus and collateral registries key to broadening access to finance. The 

assistance that USAID provided to Central Banks and other regulatory authorities to put in place 

strong supervisory/regulatory regimes should be recognized as one of its most successful 

economic growth programs. Bank supervision programs can be credited with providing 

confidence in the banking sector, the rapid entry of EU banks, and integration into the global 

financial system. The rapid emergence of a functioning banking system and robust loan growth 

to businesses and households was an essential element of private-sector led economic growth. 

When the global financial crisis hit in 2008, affecting the region in 2009, USAIDôs focus and 

investment in bank supervision seemed prescient. The banking systems in most E&E countries 

proved resilient (with some exceptions, e.g., Ukraine). There were very few instances of panic 

withdrawals; today deposit growth has resumed, and credit flows are expanding much faster than 

GDP.  
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 In 2009, at the height of the global financial crisis, Poland was the only country in the European Union that did 

not experience negative GDP growth. 

Voices from the Field  

òThe future of capital markets in the region 

now rests on their ability to help 

companies raise capital through debt, 

preferred or common shareséó  

Robert Singletary, former USAID, SEC 

Attorney 
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Why did they work? The most important factor was the leadership provided by the Central 

Banks/regulatory authorities and their openness to change and absorptive capacity. Willingness, 

even encouragement, to accept external investment and ownership brought new capital and 

modern practices, mainly from Western Europe. Other factors were close collaboration with the 

IMF and World Bank in the design and implementation of the programs so that they were 

integrated into Central Bank/banking reform. Programs employed long-term resident banking 

advisors with substantial experience in U.S. regulatory institutions. They were able to build the 

trust of local officials and establish good communication channels, which accelerated the transfer 

of skills.  

 

Capital Markets. The major objective of capital markets development in the first decade was 

supporting mass privatization. Most projects were successful at doing that. While the overall 

success and impact of MPPs themselves was mixed, the capital markets functioned adequately. 

 

The viability of many small markets created with USAID assistance has been questioned, but the 

majority of these capital markets institutions still function. Moreover, these small markets had 

good infrastructure and were successful in becoming part of regional markets during the second 

decade, particularly in CEE. The Vienna Borse, under the ñCEE Stock Exchangeò brand, now 

owns and operates the Budapest, Prague, and Ljubljana Stock Exchanges. NASDAQ/OMX 

operates nine European stock exchanges, including the three Baltic States and Yerevan. The 

Warsaw Stock Exchange bought the USAID-funded Warsaw OTC. These consolidations have 

strengthened local markets and brought them into the global economy. This could not have 

happened without the previous country-by-country USAID assistance. Stand-alone capital 

markets projects prepared local markets to join regional alliances affording smaller countries 

access to capital market functions.  

 

Why did they work? In addition to the support of politically connected champions in the host 

country, other important key factors were: USAID assistance in funding the creation of 

registries, depositories, exchanges, and broker/dealer groups. USAID also recruited staff with the 

specialized knowledge of how capital markets function. Without this expertise, it would have 

been extremely difficult to design, implement, and monitor capital market activities. The Agency 

relied on long-term resident advisors experienced in regulatory institutions, Wall Street, and the 

SEC, which helped accelerate the transfer of know-how. Early on, programs were encouraged to 

coordinate with international organizations such as the International Organization of Securities 

Commissions (IOSCO) and numerous study tours were organized to give firsthand experience.  

 

Disappointments. Even before the financial crisis hit the region in 2009, financial markets still 

remained small (as a percentage of GDP) and unsophisticated. They were also risk averse to non-

urban areas. In banking, programs that worked well in CEE/SEE did not yield the same impact in 

the FSU. Longer-term lending products remain rare. While mortgage finance showed substantial 

growth, much of the lending was denominated in foreign exchange to obtain a lower interest rate. 

When the crisis hit, these loans could not be repaid and mortgage lending has evaporated. Access 

to finance remains centered on top tier clients and banks are not aggressively developing new 

products. Promoting strong regulatory authority could not prevent crony capitalism. Eurozone 
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bank domination of CEE/SEE banking systems was key to integration into the global system, 

though once the global financial crisis hit, these banks were a huge source of vulnerability.  

 

In capital markets, those created during the first decade fulfilled their role in facilitating mass 

privatization, but most were not successful in promoting capital formation and other roles of 

capital markets. These functions developed unevenly and the sustainability of the capital markets 

is in question for many exchanges. Markets are not adept at promoting additional sources of 

capital (e.g., commercial paper, currency debt, preferred stock listings). Suggestions of 

regionalization were largely ignored; having a stock market was often a matter of national pride. 

The regionalization of many local markets in the second decade, and their acquisition by global 

players, was a somewhat unexpected change that will greatly enhance their viability.  

 

In some countries, the introduction of private pension funds has just begun to have an impact on 

the financial sectorôs sophistication. Insurance products remain rooted in casualty and auto 

liability; life insurance and other risk mitigation products for individuals and businesses (e.g., 

crop insurance, private health, and mortgage) remain underdeveloped. The sector remains 

constrained by historical practices such as setting actuarially unsound premiums which deters 

new and innovative product development. 

 

Remaining Work. Prior to the global financial crisis, the financial sectors remained small and 

unsophisticated and bank-dominated in the remaining E&E countries, but were performing their 

most important functionïfinancial intermediation. The trends were moving steadily in the right 

direction in the context of strong economic growth and rising prosperity. Since the global 

financial crisis, this has all changed, as vulnerabilities were unmasked and most of these positive 

financial trends have gone sharply into reverse. The regionôs trade linkages and financial sector 

ties with the Eurozone, previously beneficial, helped push most of the countries into recession in 

2009. Concerns about financial sector stability have grown. Credit has evaporated as the regionôs 

banks were consumed by problem loans granted during the pre-crisis boom and are now risk 

averse. In the context of ódeleveragingô of banks in the Eurozone, during 2011 the size of the 

financial sectors actually contracted across the region. Post-crisis trading activity and new 

offerings of equity and debt instruments have declined to such low levels that the viability of the 

stock exchanges in the smaller countries of the region is threatened. 

 

Until financial sector stability returns to the region it will be hard to Dxpand access to finance, 

and promote greater product sophistication essential for more robust economic growth and job 

creation. The following financial sector areas require extensive assistance:  

 Developing transparent, predictable methods based on international standards/best 

practices to deal with systemic financial instability;  

 Strengthening the ability of regulatory officials to respond to or to mitigate the effects of 

a financial crisis to include improving the process of bank resolution to deal with 

problem/failing banks on a cost-effective basis;  

 Improving legal procedures regarding foreclosure and liquidation of collateral and 

helping banks deal with the overhang of bad debt;  

 Strengthening risk management procedures;  
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 Promoting the development of innovative financial products and services tailored to the 

needs of SMEs and those enterprises operating in the rural areas, e.g., leasing, factoring, 

mobile banking, to achieve greater and more inclusive financial intermediation; 

 Promoting the integration/consolidation of small stock exchanges to gain scale; 

 advancing the adoption of international best practices and standards with respect to 

financial sector development in support of EU accession. 

PRIVATE ENTERPRISE DEV ELOPMENT  

Context 

When the Soviet Union collapsed, neither the government nor the productive sector of these 

countries had any real experience with private enterprise based on supply and demand, 

profitability, prices, quality and competition. Instead, product output according to the Five-Year 

Plan was an objective, and meeting those targets the key achievement measure.
41

 USAID and 

other donors had to start from scratch in shifting the mindsets of government, company 

managers, and the population away from dependence on the collective state and toward the risks 

and rewards of profit-oriented private enterprise. This massive economic region had long labored 

under a system of skewed incentives completely contrary to a market economy. As a 

consequence, communism had spawned networks of privilege and vested interests in government 

and industry, a hugely inefficient and non-competitive industrial sector with no understanding of 

how a market economy works, and pockets of vested interests that actively resisted reform.  

Objective 

The overarching objective of USAIDôs private enterprise development strategy was to help 

rapidly grow a business sector that would reduce increasing unemployment resulting from 

privatization and disintegration of integrated state-owned enterprises. The populationôs income 

dropped commensurate with the sharp drop in GDP. The strategy was also predicated on the 

belief that with greater economic freedom, the political trends that led to the collapse of the 

communist system could not be reversed. Helping to jump start growth in private sector activity 

would result in good jobs, promote economic prosperity and reduce growing poverty in the 

region, thus stifling any desire of the population and politicians to slip back into the past and 

return to the supposed ñgood old days of Communism.ò Growing economic instability and high 

inflation throughout the region were viewed as serious threats to the nascent democracies. 

Consequently, the approach to reform was urgent, aggressive, and donor-directed. Later, when 

political risk receded, programs became more ñdemand-drivenò and emphasized local buy-in and 

local implementation. 

 

USAID sought two major intermediate outcomes. One focused on assisting governments to put 

in place the commercial law to legalize private sector activity and, once in place, improve the 

business environment primarily by streamlining the commercial regulatory environment. The 

other focused on supporting enterprises to deliver goods and services efficiently. Given the huge 
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numbers of enterprises in an economy, the challenge for USAID and the donor community was 

to reach the largest numbers of firms in a cost effective manner.  

Approaches 

USAIDôs approach rested on the principle that all economic growth ultimately takes place at the 

level of the productive enterprise. In theory, improving productivity and competitiveness of 

individual firms was the focus of assistance programs, spanning a wide range of needs, both 

external and internal to the firm itself. As USAID gained greater understanding of the huge gaps 

and needs in the enterprise sectors in the region, (as well as differences between geographic sub-

regions) it incorporated the lessons learned and set new priorities. While the approaches to 

private enterprise development evolved over the two decades, they all focused on assisting both 

existing and new private enterprises and industries to better understand the commercial market 

and its demands, and to gain the capacity to deliver a competitive supply in response. In rough 

chronological order, USAIDôs approach to enterprise development can be broken down into six 

principal themes over the two decades: 

 Firm-level capacity building. In the early years, E&E programs sought to make large 

numbers of firms capable of operating in the competitive market through hands-on, labor 

intensive in-company consulting and the establishment of USAID project-run business 

assistance centers. This approach was in response to the need to introduce business 

practices broadly, without a need to differentiate by industry type. 

 Business development services (BDS). Partly in reaction to the expense of such intensive 

firm-level assistance, and in pursuit of sustainable results, this set of projects sought to 

build networks of domestic service providers that would provide needed advisory and 

other services to a group of enterprises. In this way, USAID assistance could help a larger 

number of private enterprises, keeping up with the increase in business activity as the 

market economy took root. Cost sharing of services was introduced, with enterprises 

covering costs such as accommodation. Though these networks were principally reliant 

on USAID funding, they reached many more firms and had an impact on increasing 

business acumen and business expertise. 

 Business environment reform. In parallel with activities directly supporting better 

business practices, the realization that the private sector was also hindered by the 

persistence of numerous bureaucratic obstacles to entrepreneurship, (for example, time 

consuming and expensive registration and licensing procedures), led to a new focus on 

the microeconomic foundations of growth. The creation of the World Bank/IFCôs cross-

country Doing Business ratings both popularized the critical idea that successful private 

sector development required reforming the business environment and provided the 

correct incentives for entrepreneurship and competition. The Doing Business reports also 

provided a helpful framework of metrics to highlight individual country weaknesses and 

then measure progress in reform. In allowing countries to compare their performance 

against their neighbors and other countries, they also provided incentives for countries to 

compete to do better. With the rise of demand for assisting on Doing Business issues, 

USAID revised the methodology to track the World Bank framework while targeting 

reforms beyond the narrow indicator sets used there. That being said, these are just 
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indicators focused on ten discrete factors, and do not tell the whole story about the 

business environment. It is important to take other factors into account as well. 

 Cluster competitiveness. At the same time as USAID was adapting its programs to take 

account of evolving needs in the E&E region, the cluster approach to country 

competitiveness emerged from academia as an organized model of describing successful 

enterprises and the relationships between business and government to foster economic 

growth. USAID staff incorporated these competitiveness principles into many of its 

projects, as the business sector in the transitioning countries began to advance. By this 

time, there was both a sufficient mass of private firms to work with as well as a much 

greater understanding of the countriesô comparative advantages, so that the idea of 

developing a cluster of firms to meet the needs of the market for goods or services 

resonated with USAID and local business counterparts. USAID teams realized that by 

narrowing the sectors assisted to those with a comparative advantage in a country, based 

upon a number of attributes, assistance gained greater potential to have impact on income 

and employment growth.  

 Value chain development. Enterprise development project design took a further step, 

driven both by the need to find cost-effective ways of working and by the explosion in 

private enterprise activity. Based upon work originating in the agricultural sector projects 

in the region, USAID found that selected sectors could be best assisted by analyzing the 

activities along the value chain. By using the value chain framework as a way to deliver 

assistance, USAID could facilitate linkages between established producers and 

processors, as well as support the development of new complementary businesses along 

the value chain. 

 Trade facilitation. With one foot in business environment reform and the other in firm-

level competitiveness, the goal of these programs was to advance private sector 

development by focusing on assisting countries with WTO accession requirements and 

helping firms to meet international safety and product standards necessary to export.  

From the beginning, all of these approaches had attributes in common, and the evolution of 

USAIDôs focus was more a matter of learning, cost-benefit analysis, and increased sophistication 

of the E&E enterprise sector. Three major trends in emphasis were evident: the first was a move 

from what might be termed ñretailò intervention at the level of the firm to ñwholesaleò assistance 

to groups of firms. Firm-level consulting gave way to facilitative approachesïtraining BDS 

providers, fostering cluster development or value chain linkages, stimulating policy reform, and 

supporting trade certifications. The second trend was toward local implementation and 

sustainability. The staff makeup of enterprise development projects changed radically, from early 

ones with 20 or more resident expatriate consultants to only one or two in key leadership 

positions; even there, transition to local leadership halfway through the project became common. 

A third trend was moving from donor-driven interventions to ones driven by local businesses that 

focused on market demand. We review these six thematic approaches below in more detail. 

Firm-level Capacity Building 

Enterprise development in Russia, Moldova and Ukraine was initially driven by the desire to 

build the entrepreneurial foundation of a working market economy and consolidate the 

democratic revolution. It seemed that assistance programs should directly address constraints at 
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the firm level, delivering consulting services to help firms develop viable business strategies, 

improve productivity, manage finances, and market and sell. USAID projects branded and 

promoted themselves as ñbusiness assistance centers,ò
 42

 and organized their expatriate-led teams 

to cover broad portfolios of companies. Centers were built in eight cities in Russia and four in 

Ukraine and Moldova according to this model. Newly privatized as well as newly founded 

businesses needed capacity building in market economy skillsïsuch as cost accounting, strategic 

planning, product promotion, sales skills, and customer service. 

 

These projects sought to stimulate the emergence of a viable SME sector. Their point of 

departure was on the supply sideïwhat firms were already capable of producingïbased on 

natural comparative advantage and industrial experience; that seemed the quickest route to 

success. With virtually no business skills among the local population, the needs were great 

everywhere. USAID projects provided consulting across many industries; the focus was broad 

rather than deep. Moreover, until local staff could be trained, most of the centers lacked 

sustainability as expatriate advisors had provided heavy technical assistance without requiring 

co-payments.  

 

They provided direct assistance to beneficiary companies, worked little through local partners, 

and often assisted commercial business, e.g., a U.S. expatriate advisor would arrange a 

successful but one-off export deal between a company and a U.S. buyer. In most cases, at project 

end, the business assistance center folded due to the inability to sustain the infrastructure costs. 

The centers that achieved sustainability did so largely in cases where the projects had large local 

staffs intensely trained in business skills. After project end, some centers were thus able to 

establish consultancies that marketed to local firms or facilitated foreign financial and strategic 

investment. 

 

Following the efforts in Russia and Ukraine, similar versions sprung up throughout the region. 

Other U.S. government agencies, such as the Small Business Administration and the Department 

of Commerce, provided technical assistance and funding to establish centers to serve businesses 

in Hungary, Slovakia, and other Central European countries. Commerce made a particular effort 

to link U.S. businesses to these centers, for example through its Washington-based BIZNIS 

office, partnering with USAID projects in the region. Subsequently, USAID economic growth 

projects from Eastern Europe through Central Asia incorporated a business center type approach 

to delivering firm level assistance. The contribution of USAIDôs firm-level capacity-building 

projects should not be understated; they supported a number of companies that ultimately 

prospered and became important employers and industry leaders. Firm-level assistance 

demonstrated effectiveness and brought stakeholders on board for procedures and policies to 

build company competitiveness. However, given the numbers of unemployed and the economic 

downturn that followed the collapse, USAID sought to do more. 

Business Development Services 
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Due to expense and lack of sustainability of firm-level assistance, by the second half of the 

1990s, establishing ñbusiness development servicesò (BDS) rose to prominence as an alternative 

approach. By this time, through participation in training in-country or by studying abroad 

through the many exchange programs offered, a sufficient number of people existed with nascent 

skills useful in the business world to form the basis of BDS providers. The approach relied on 

delivery of similar services as in business centers, but on a more commercial basis to generate 

income for sustainability by selecting clients based on their willingness to pay, who would 

therefore value the services and incorporate them into their businesses. The best examples are 

projects in Croatia, Bosnia, Macedonia, and Kosovo in which USAID consultants built capacity 

in local consulting firms which could continue to provide services needed to build competitive 

firms after assistance ended. Advisors moved into ñtrain the trainerò roles to develop cadres of 

local service providers. A common project goal was to stimulate the emergence of a viable BDS 

industry. 

 

BDS projects initially found it difficult to ñsellò services in the absence of large donor subsidiesï

especially since the previous firm-level assistance projects had provided services for free. To 

overcome the confusion on the part of new businesses, BDS projects worked to match businesses 

with need of services with service providers to find paying customers.
43

 In the post-conflict 

example of Bosnia and Kosovo, USAID designed parallel BDS and business finance projects as 

part of the reconstruction assistance. The BDS projects assisted enterprises not only to prepare 

bankable documents to qualify for loans from the business finance project but also to provide 

ongoing technical assistance to improve borrowersô chances of success (measured by income and 

employment growth.) 

 

A closely associated theme in USAID assistance was business membership organization (BMO) 

strengthening. Historically, E&E countries had chambers of 

commerce but mostly they were quasi-governmental in nature. 

They often carried out regulatory type services mandated by 

governments. USAID projects turned instead to strengthening the 

emerging industry-level BMOs that actually represented the 

interests of new private owners. These chambers and industry 

associations then looked to business service provision as a means 

to viability by charging fees for services to their members. 

USAID programs also provided assistance to educational 

institutions to increase their capacity to teach business 

management skills. Since many institutions had support from 

education budgets, they could provide affordable services to 

local businesses. 

Business Enabling Environment (BEE) Reform 

The goal of BEE reform is to enable businesses, and those 

supporting them (especially financial institutions), to operate within a reliable and effective set of 

rules and regulations that facilitate (and not interfere with) business activity. Under communism, 

private business activity was considered illegal, and rules existed to constrain or limit those 
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Business Services 

Advanced by USAID 

Projects  

 Accounting  

 Marketing, including market 

research, branding, sales agents 

 Business strategy and 

financial planning  

 International trade standards 

and certifications  

 Access to finance 

 Production operations and 

technology 

 Quality management  

 Information technology  

 Transport and logistics 
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activities. To overhaul this legal framework, USAID designed a series of projects with a focus on 

improving the commercial, legal, and regulatory environment. Enterprises could not advance 

unless legacies of red tape and repression of free enterprise left from the prior regime was 

eliminated.  

 

USAIDôs efforts in BEE reform were given a big boost following the introduction of the World 

Bank/IFC ñEase of Doing Businessò indicators in 2004.
44

 The indicators first focused on 

regulatory obstacles to market entryïlater known as ñstarting a businessò that demonstrated that 

economies with more streamlined regulations grew faster. ñDoing Businessò reports provided a 

scorecard ranking countries, creating competition among reform-minded countries. This led to a 

more receptive climate for USAIDôs technical assistance activities. However, USAID soon 

recognized that it was necessary to work more broadly than just on the ten indicators in ñDoing 

Businessò in order to achieve robust reform.  

 

USAID developed tools to analyze the institutional foundations of commercial legal frameworks 

through the Commercial Legal and Institutional Reform (CLIR) Project.  Using the ñDoing 

Businessò  indicators as a foundation, but going beyond them, USAID developed the BizCLIR 

series
45

to identify and treat legal, regulatory, and institutional obstacles to competitiveness. In 

practice, business environment improvement projects focused on streamlining permits and 

inspections. They polled businesses as to their problems with the regulatory environment, 

ñinventoriedò regulations across ministries and agencies, and applied ñbulldozerò and 

ñguillotineò tactics to expunge red tape. BizCLIR diagnostics have helped over 30 countries to 

improve their business enabling environments complementing USAIDôs ongoing efforts to 

promote enterprise development more directly.  

 

USAIDôs CLIR project organized the basic set of 11 ñcore lawsò into four areas:  

1. Property rights: real property, personal property and collateral, and intellectual property;  

2. Contract rights: contracts, international trade, and foreign investment;  

3. Business rights: company law, bankruptcy, and competition policy; and  

4. Access to justice: court administration and commercial dispute resolution.  

 

This aided countries to understand and reform their legal system. In particular, improvements to 

laws related to company formation and registration have eased market entry and helped expand 

the number of SMEs in the E&E economies. Legal reform driven by USAID projects in the early 

years catalyzed effective public-private dialogue mechanisms. For example, foreign investment 

councils became formally registered organizations advocating for improved laws and critiquing 

those that were in place through the annual or bi-annual publication of ñWhite Books.ò  

 

Both ad hoc and long-lasting public-private dialogues have had positive effects on streamlining 

regulation flowing from the commercial legal structure. Some countries in E&EïGeorgia, 

Estonia, and Macedonia are good examplesïmoved aggressively to reduce the number of 

procedures, cost, and time that it takes to start a business, to register property, to obtain 
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construction permits and to pay taxes. Projects that have helped elevate public-private dialogue 

in awareness, and publicized the cost of obstructive regulations, have had more success.  

 

Legal and regulatory reform projects also engaged with civil society organizations in the process 

of generating pressure for reform and for public review of new draft legislation. Enterprise 

development projects increasingly emphasized the cross-cutting issues of gender, inclusion, and 

environmental sustainability. These themes stimulated work with civil society-based NGOs, 

working groups, and dialogue mechanisms supporting womenôs economic empowerment, 

economic inclusion of persons with disabilities and those facing discrimination due to ethnicity 

and environmental protection. Civil society was also the target of a wide variety of public 

education activities in many private sector development projects to ñchange the mindsetò of 

citizens in the formerly command economies.  

 

It needs to be recognized, however, that simply changing laws and regulations does not 

automatically guarantee a change in actual practice. Implementation and enforcement of these 

laws remains a work in progress. Therefore, rankings can be misleading because they only 

measure the enactment of laws not the enforcement of laws.  

 

USAID also supported units in government that promote enterprise development and helped 

these organizations change their perspective from one of controlling business to one of business 

promotion. For example, Ukraine established the State Committee for Enterprise Development, 

which led the regulatory reform effort on behalf of government. Bulgaria created an Office for 

the Promotion of Small and Medium Enterprises, and Montenegro established a similar agency. 

In other countries, the functions of promoting enterprise development have fallen under the 

ministry of trade and industry or the ministry of finance. In some cases, the foreign investment 

promotion agencyïMacedonia is a good exampleïbecame an effective champion within 

government for legal and regulatory reform to facilitate inward investment. While USAID often 

provided technical assistance for capacity development, and sometimes limited financial support 

(for example, for ICT to help enable e-government initiatives), the success of these governmental 

units has been uneven, depending upon the political environment and the capabilities and 

influence of their ministers or directors.  

Cluster Competitiveness 

By the late 1990s, USAID technical staff began to view enterprise development more 

holistically. The next wave of USAID projects promoted the cluster mode, a paradigm 

popularized by Michael Porter
46

. This coincided with the growth of large numbers of private 

businesses as well as more sophisticated knowledge of the strengths and weaknesses of the local 

and regional markets. The idea was that businesses operate in highly interdependent geographic 

agglomerations, so that enterprise development must have a point of view greater than the 

individual firm. Assistance moved from ñretailò (firm-level) to ñwholesaleò (groups of firms).  

 

USAID projects in the Balkans became facilitators of networking among companies around a 

product or service category, generally one with potential for value added. For example, USAID 

might bring together enterprises in the same sector and thereby increase their access to trained 
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people, through job fairs and cooperation with facilities in universities, and technological factors 

of production
47

 by linking them with design centers or engineering institutes. Through business-

to-business events, USAID projects connected local suppliers with larger companies linked to 

global markets, resulting in local content replacing imports. Cluster competitiveness projects also 

enabled SMEs to join together in investments and therefore reap benefits of scale previously 

available only to larger firms. For example, by joining together to sponsor representation at an 

international trade show, a group of SMEs could present a wider product range to buyers than a 

single enterprise might have done. Joint action in operational areas, such as sharing production 

technologies and input purchasing, also saved costs.  

 

Meanwhile, USAID projects continued to provide capacity building in business and production 

management, marketing, access to finance, and quality assurance, often leveraging local skills 

developed in BDS and business association strengthening projects. Clustering encouraged the 

emergence of local constituencies for joint lobbying of government for improvements in the 

policy and regulatory environment. For example, a furniture cluster, whose primary objective 

was export expansion, could lobby government for 

changes in laws regarding timber harvesting and 

policies to meet the demands of ñgreen designò and 

environmentally conscious consumers. Some cluster 

initiatives also encouraged business incubation centers 

and special export zones.  

 

By the time these projects were extended to include 

the Caucasus and Central Asia, the ardor for clustering 

had cooled as it became clear that such approaches did 

not address all obstacles to competitiveness. For 

example, efforts to launch industries de novo were 

often not successful, however, if some domestic 

product or service firms were already forming and 

needed strengthening, USAID assistance had a big 

impact. These ñsecond generationò projects focused 

more on existing enterprises and industries, 

identifying the critical constraints at the firm, industry, and policy with the objective of removing 

them to improve overall growth.  

Value Chain or Sector Development 

In successful market economies, products pass through several activities in a chain from their 

raw state to become a processed product. Under communism, state-owned enterprises were 

themselves vertically and horizontally integrated, and, as a result, most of the processing or 

value-adding activities were done by a single enterprise. In some E&E countries, there were gaps 

in the value chains left by the failure of these enterprises; in others, critical parts of the chain 

never existed because of the obsolescence of the industry or parts of the value chain were in 

geographic areas no longer easily linked. After the collapse of central planning, the countries in 

the E&E region were often only able to export raw materials as they had lost much of their 
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processing capacity. Consequently, E&E domestic enterprises were not gaining any benefit from 

profits that could be made by processing those products. One example might be Bosnian beech 

wood, which when exported to Italy was made into quality furniture, sold at high pricesïBosnian 

enterprises did not have the designs, craftsmen, or distribution channels to produce and sell 

furniture that would compete with the Italian makes, until USAID assisted in making these 

linkages.  

 

The value chain model helped identify and address obstacles to competitiveness. The model 

encompassed both vertical business relationships as well as cross-cutting services, so it 

incorporated cluster and BDS concepts which USAID had already introduced. The model 

highlighted the role of access to finance, workforce development, and the business, legal, and 

regulatory operating environment, both within the country and in the global economy. Cluster 

and value chains projects both focused on specific industries and/or sectors. In some cases, 

USAID directed implementation to pre-selected sectors while in other cases, projects were 

required to analyze and select value chains during the initial months of assistance. Based on sub-

sector analyses, value chains that had the best prospects for growth in that countryôs economy 

were selectedïthe impact of those sectors on overall economic health was paramount.  

 

Typically, program objectives were improvements to metrics such as revenue, employment 

growth, exports, and finance. These value chains often included metal products, wood, 

construction and building materials, processed foods, apparel and leather products, and tourism. 

In sub-regions, such as the Balkans, due to the fact that comparative advantage in a particular 

sector went across country borders, USAID often supported the same sector in several countries. 

This has facilitated regional integration and is a pathway for greater competitiveness vis-à-vis 

other integrated markets. In addition, USAID sometimes supported nontraditional sectors such as 

Information and Communication Technology (ICT), which provides cross-cutting services to all 

economic sectors. 

 

The value chain approach integrated a number of assistance approachesïbusiness environment, 

business services, and competitivenessïthat previously had been independent, and focused on 

enabling firms to reach their sophisticated end markets, the highest point, as shown in the 

graphic above. Practitioners saw ñmarket facilitationò as the tactical approach to applying the 

value chain model. Market facilitation meant that USAID projects would not occupy a link in the 

value chain, as it did when directly funding business centers. Instead, projects assisted firms to 

grow through building their capacity to serve markets more effectively. This furthered the 

progressive trend toward assistance to generate sustainable, domestically led impact that had 

started in enterprise development. 
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Figure 1: The Value Chain  

 
Cluster and value chain projects have had much in common, and USAID missions in the E&E 

region have embraced them. Since starting in Croatia and Bulgaria in 1998, 14 missions have 

launched economic growth projects based entirely or partly on these approaches. Six countries 

have completed ñfirst generationò projects (cluster-based), and have subsequently launched 

ñsecond generationò projects (value chain-based).
48

 Actual and anticipated funding for these 

initiatives from 1998 to present exceeds $300 million.  

 

Table 1: Cluster and Value Chain Competitiveness Projects 

Country First Generation 
Launch 

Second 
Generation 

Launch 

Bulgaria 1998 Graduated 

Croatia 1998 Graduated 

Macedonia 2002 2007 

Serbia 2002 2007 

Albania 2003 2009 

Bosnia & Herzegovina 2004 2009 

Georgia  2010
49

 

Kosovo 2003 2008 

Romania 2003 Graduated 

Moldova 2004 2010 

Armenia 2004 2011 

Azerbaijan 2008 2010 

Trade Facilitation 

While trade was important, few companies had products or services that could compete in global 

markets. Other than in energy products, trade relationships between the countries that emerged 

from the Soviet Bloc had mostly collapsed, since under a command economy they were based on 
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supply and distribution, not on supply and demand. Trade facilitation encouraged enterprise 

development projects to become competitive. Trade can only take place when: 1) a trade policy 

and customs environment exists; 2) enterprises produce competitive goods or services; 3) 

linkages are established between local producers and buyers; and 4) viable and cost effective 

transport facilities are available. The last three of these conditions are goals of enterprise 

development projects. 

 

As private enterprises became more competitive, focus on international trade gained prominence. 

This approach coincided with the emergence of ñglobalizationò as the principal driver of growth; 

if firms were incapable of competing globally, their economies would not prosper. Large 

corporations in advanced economies expanded outsourcing of production and services to lower-

cost foreign operations, enabled by advances in ICT that supported supply chain management 

across regional operations.
50

  

 

USAIDôs trade strategy was two-pronged. First, they helped countries accede to the WTO, which 

involved policy and legal reforms complementary to business enabling-environment projects, 

promoting competitiveness. Second, trade facilitation activities targeted industry- and firm-level 

prerequisites including: obtaining certifications to export products to the United States, the EU, 

and OECD countries: adopting product health and safety standards, such as HACCP, and 

consumer-driven standards such as Fair Trade and chain-of-custody certification, as well as non-

mandatory quality management system certifications. USAID-sponsored trade fair participation 

and industry-specific study tours helped business people become acquainted with modern 

production and marketing techniques, and to make linkages with foreign businesses. 

 

An exemplary project was the TRADE Network in Southeastern Europe, which stimulated trade 

among Croatia, Hungary, Bulgaria, and Romania by developing intra-regional trade linkages and 

helping businesses obtain certification. The need for standards and certifications in international 

trade are now an important element in assistance. These conditions were achieved fairly rapidly 

in Central Europe, but in the FSU, they remain a work in progress. In helping countries prepare 

for accession to EU and WTO, and to advance transport logistics and customs reform, trade 

facilitation projects opened up economies so that firms could export more easily to each other 

and to Western markets.  

Successes, Disappointments, and Remaining Work 

Successes. It is no exaggeration to say that millions of people have benefitted from the transition 

to private sector economies in the E&E Region. Thousands of individual enterprises gained 

valuable knowledge from the assistance and services provided by USAIDôs enterprise 

development programs, and today many of them operate successful, profitable, job-creating 

enterprises in every country of the region. 

 

Many institutions that USAID had supported continue to effectively market their services to 

local business, foreign investors, and local government (see Appendix 5 on Legacy Institutions). 

These include business associations, business service centers, business consulting firms, trade 

                                                 
50

 United States Agency for International Development. 2003. Building Trade Capacity in the Developing World. 

Washington, DC: USAID  



 

20 Years of USAID Economic Growth Assistance in Europe and Eurasia  70 

 

and industry associations, think tanks, and product safety and quality standards certification 

bodies. Often, the transition to financial independence was achieved only by moving upmarket to 

provide services to businesses that could afford to pay, frustrating some objectives of USAID 

and other donors to focus on serving small and micro enterprises. A USAID review of enterprise 

development concluded that firm size should not in itself be a key factor in project design; in 

other words, both large companies and SMEs should be candidates for support.
51

 Other private 

sector institutions catalyzed by USAID projects have survived by gaining a critical mass of dues-

paying members, without having to market consulting services.  

 

This is true of the foreign investor councils, cluster organizations, business improvement 

districts, competitiveness councils, and public-private dialog advocating for better policy and 

business enabling environment reform. 

 

 An example of a multi-country private institutional initiative supported by the USAID E&E 

Bureauôs Regional Competitiveness Initiative (RCI)
52

 is the Center for Entrepreneurship and 

Executive Development (CEED)
53

. CEED provides executive training, promotes networking 

with investors, and facilitates entry into new markets through branches in several countries and 

regular multi-country conferences.  

 

Success in USAIDôs investment in private sector development can be assessed in three 

dimensions: technical approach, business results, and sustainability. 

 

Technical Approach: USAIDôs assistance approach evolved dramatically, starting as 

expatriate-dominated consulting, and ended up as a facilitative, systemic model 

implemented through local partners developing their own strategies. This success has 

been applied in enterprise development projects throughout the developing world. 

 

Business Results: The countries of E&E are now all sizeable exporters, most with 

dramatic advances in their export/GDP ratios between the mid-1990s and now.
54

 This is a 

broad measure of substantial improvement in the business results of individual firms. 

Since economies are now significantly larger; this translates into greater export incomes, 

external demand, and increased imports. This benefits not only themselves, but exporters 

in the United States and other donor countries. Virtually all enterprise development 

projects have tracked business results of beneficiaries, which have shown large returns on 

the USAID investment.  

 

Sustainability: Private sector development assistance lasts beyond the support project in 

two ways: 1) long-lasting business relationships and results brought by improved 

competitiveness and business connections, and 2) the creation of capabilities in people 
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and institutions to carry out policies, strategies, and activities. The number of private 

sector development supporting institutions whose capacities have been improved or have 

been created de novoïbusiness associations, cluster organizations, training providers, 

development agencies, chambers, business improvement districts, investor councils, 

competitiveness councilsïhas been manifold. This is a remarkable USAID legacy. 

 

Disappointments. Business professionals throughout the region have often been constrained by 

mixed political will and vested interests (both in the bureaucracy and among the economic elite), 

and the drive toward enterprise development reform has been more widespread and ambitious in 

some countries than others. Countries that have acceded to the EU have shown considerable 

progress but now experience inertia. Although GDP growth was strong in most countries from 

1998 to 2008, the private sector failed to create enough new jobs. In these countries, 

unemployment remains high (often above 30%), characterized by massive long-term and youth 

unemployment. The gray economy is still pervasive, which paradoxically is a stabilizing factor 

in keeping up living standards. 

 

Many E&E countries remain well down the list in the rankings of their business enabling 

environment, competitiveness, economic freedom, and corruption. The radically reformed legal 

environment still needs time to be fully implemented. A good example is bankruptcy law, which 

USAID BEE projects helped develop and adopt. In practice, the number of cases of successful 

use of bankruptcy law has been minimal, due to lack of dedicated commercial courts, a relatively 

small number of bankruptcy judges, and a limited number of professional advisors to assist 

companies navigate the process.  

 

The same can be said for laws to facilitate private sector development as well as a range of 

policies supporting public-private collaboration. Virtually all E&E countries have adopted a 

range of policies, strategies, and action plans for export promotion, SME development, 

innovation, investment promotion, access to finance, and development of industry sectorsïeither 

on their own initiative or through donor-funded projects. These documents are ñchecked offò 

then sit on shelves, unimplemented. USAID provided assistance to move the implementation of 

these policies to the level of the budgetïbut constrained resources and different political 

priorities mean the institutions responsible for their implementation are unable to move forward. 

 

Work Remaining. USAID continued support for private sector development and industrial and 

employment growth remains a priority in those countries not yet ready to put in place incentive 

structures for enterprise growth. As is normal, change has benefitted urban centers more than 

rural regions and private enterprise development activities should focus on less developed areas 

to achieve more balanced growth. In addition to support to central and local governments for 

economic development, partial donor support to build the capacity of business advocacy groups 

to continue to promote the interests of the business community is also needed. Until the 

economies of countries in the western Balkans and Eurasia are fully capable of providing such 

support from their own budgets, some degree of donor assistance remains necessary and justified 

to the extent that the development of these economies is in the national interest of the United 

States and other donor countries. This assistance should be based on a close partnership with 

countries and be primarily implemented by local organizations.  
































































































































































